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Editors  Introduction 


For  years  many  teachers  of  economics  and  other  professional  econ- 
omists have  felt  the  need  of  a  series  of  books  on  economic  subjects  which 
is  not  filled  by  the  usual  textbook,  nor  by  the  highly  technical  treatise. 

This  present  series,  published  under  the  general  title  The  Economics 
Handbook  Series,  was  planned  with  these  needs  in  mind.  Designed  first 
of  all  for  students,  the  volumes  are  useful  in  the  ever-growing  field  of 
adult  education  and  also  are  of  interest  to  the  informed  general  reader. 

The  volumes  present  a  distillate  of  accepted  theory  and  practice,  with- 
out the  detailed  approach  of  the  technical  treatise.  Each  volume  is  a 
unit,  standing  on  its  own. 

The  authors  are  scholars,  each  writing  on  an  economic  subject  which 
he  is  an  authority.  In  this  series  the  author's  first  task  was  not  to  make 
important  contributions  to  knowledge — although  many  of  them  do — but 
as  to  present  his  subject  matter  that  his  work  as  a  scholar  will  carry  its 
maximum  influence  outside  as  well  as  inside  the  classroom.  The  time  has 
come  to  redress  the  balance  between  the  energies  spent  on  the  creation 
of  new  ideas  and  on  their  dissemination.  Economic  ideas  are  unproduc- 
tive if  they  do  not  spread  beyond  the  world  of  scholars.  Popularizers 
without  technical  competence,  unqualified  textbook  writers,  and  some- 
times even  charlatans  control  too  large  a  part  of  the  market  for  economic 
ideas. 

In  the  classroom  The  Economics  Handbook  Series  will  serve,  it  is 
hoped,  as  brief  surveys  in  one-semester  courses,  as  supplementary  read- 
ing in  introductory  courses,  and  in  other  courses  in  which  the  subject 
is  related. 

Seymour  E.  Harris 
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Preface 


I  should  explain  to  the  reader  the  evolution  of  this  book.  The  original 
book  was  Part  Five  (Some  Aspects  of  Adjustment  in  the  Postwar  Pe- 
riod), which  includes  about  half  the  volume.  But  after  writing  it,  I  was 
dissatisfied.  It  seemed  that  it  should  be  tied  more  to  some  general  con- 
siderations. Hence  Part  Four  ( Adjustments  in  International  Economics ) . 
These  two  parts  of  the  book,  covering  almost  three-quarters  of  the  space, 
may  be  the  more  important  part.  But  I  still  was  not  happy.  It  seemed 
that  the  material  ought  to  be  related  more  closely  to  the  elements  of  the 
theory  of  trade  and  money.  Hence  Parts  One  to  Three.  The  theory  and 
its  history  in  Part  One  are  elementary  and  incomplete.  I  am  sure  it  is  too 
brief  and  may  be  unsatisfactory  to  many.  I  have  relied  heavily  on  the 
views  as  presented  by  the  outstanding  classical  theorists  and  probably 
have  undertreated  the  more  modern  advances  and  embellishments.  Some 
may  prefer  to  skip  this  part  or  run  over  it  quickly.  There  is  very  little 
that  is  new  in  this  relatively  small  part  of  the  book  (Part  One).  I  hope 
that  the  reader  who  starts  at  the  beginning  will  be  patient  when  treat- 
ment seems  inadequate;  he  will  frequently  find  gaps  filled  and  discussion 
extended  in  later  parts.  I  have  tried  to  warn  the  reader  of  future  discus- 
sions that  are  relevant. 

This  book  centers  around  problems  of  disequilibrium.  We  start  with 
a  discussion  of  classical  and  neoclassical  theories  of  international,  and  to 
some  extent  interregional,  economics.  We  integrate  monetary  and  fiscal 
theory  and  policy,  both  past  and  present,  with  international  economics. 
Then  we  consider  institutional  changes  which,  in  fact,  are  or  require 
deviations  from  the  free  market,  e.g.,  economic  development,  abnormal 
restraints  on  trade,  and  therapeutic  institutions — all  of  which  reduce  the 
relevance  of  classical  economics.  The  final  part  of  the  book  includes  a 
fairly  thorough  study  of  the  postwar  disequilibrium  in  the  first  postwar 
decade.  Dollar  shortage  is  the  central  theme  here,  but  it  is  related  to 
such  issues  as  restrictions  on  trade,  capital  exports  and  assistance,  ex- 
change rates,  the  price  of  gold,  convertibility,  and  the  change  in  trade 
patterns. 

In  the  early  part  of  the  book  I  have  relied  to  some  extent  upon  quota- 
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tions  from  the  classical  writers.  The  reader  thus  gets  the  flavor  of  the 
contributions  of  these  superior  minds.  But  of  course,  this  is  only  to  a 
very  slight  degree  a  book  of  readings. 

Over  a  period  of  almost  twenty  years,  Professor  Haberler  and  I  have 
shared  a  seminar  in  international  economics  in  the  Graduate  School  of 
Public  Administration,  where  I  have  learned  much  from  him  and  from 
the  many  experts  from  government  and  elsewhere  who  have  been  kind 
enough  to  share  their  expertise  with  us.  I  am  sure,  however,  that  both 
Professor  Haberler  and  some  of  these  experts  will  not  approve  of  all  that 
is  in  this  book. 

I  owe  much  to  the  Graduate  School  of  Public  Administration  for 
sponsoring  this  seminar  and  providing  part  of  the  expenses  of  research 
required  for  this  book.  Mr.  Peter  Kenen,  of  the  Harvard  Graduate  School 
of  Arts  and  Sciences,  read  a  good  part  of  the  manuscript  and  made  many 
helpful  suggestions;  Mr.  Robert  Haynes,  assistant  librarian  of  Harvard 
University,  as  usual  helped  me  find  materials;  Mrs.  Joan  Eckstein  con- 
tributed both  editorial  and  research  help;  and  my  secretary,  Mrs.  Anna 
Thorpe,  helped  in  various  ways  but  most  of  all  by  her  consistently  good 
humor.  I  am  greatly  indebted  to  all  of  them. 

Seymour  E.  Harris 
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PART  ONE 


The  Distribution  of  Tasks  among  Nations: 
Mainly  Principles  and  History 


Introduction 


In  this  part  of  the  book  I  am  concerned  primarily  with  the  factors  that 
determine  the  distribution  of  output  among  nations.  I  have  depended  to 
a  substantial  degree  upon  the  British  classical  school,  which  contributed 
so  much  to  the  development  of  the  theory  of  international  trade.  Be- 
cause Smith,  Ricardo,  Mill,  and  the  others  present  their  views  so  much 
better  than  I  can  and  because  I  should  like  to  give  the  reader  the  flavor 
of  their  writings,  I  have  in  this  part  and  to  some  extent  in  the  next 
part  quoted  passages  from  the  writings  of  the  major  figures.  The  reader 
should  not,  however,  view  this  book  as  a  book  of  readings,  for  actually 
only  about  10  per  cent  of  the  book  consists  of  quotations. 

Part  One  includes  seven  chapters.  The  first  is  devoted  primarily  to  a 
long  excerpt  from  Adam  Smith's  Wealth  of  Nations  (1776),  for  it  was 
Adam  Smith  more  than  anyone  else  who  put  across  the  principles  of  free 
trade.  Indeed  the  time  was  ripe,  for  the  world  was  weary  of  the  minute 
interferences  of  the  mercantilist  system,  and  Locke,  Hume,  and  the 
Physiocrats,  among  others,  had  provided  the  philosophical  foundations 
for  a  free  system.  The  importance  of  Smith  lies  in  still  another  direction; 
namely,  he  argued  for  free  trade  as  a  means  of  obtaining  the  best  alloca- 
tion of  economic  resources.  He  was  at  great  pains  to  show  that  the  in- 
dividual secures  a  much  more  effective  allocation  of  his  resources  than 
could  be  achieved  through  meddling  by  the  State.  Interference,  more- 
over, would  also  reduce  the  gains  to  be  associated  with  the  distribution 
of  resources  and  abilities  among  nations. 

Early  in  the  nineteenth  century  Ricardo,  the  successful  stockbroker 
turned  economist,  the  economist  who  alone  impressed  the  brilliant 
essayist  De  Quincey  as  a  first-rate  mind  among  economists,  and  probably 
the  most  acute  mind  in  the  history  of  economics,  contributed  greatly  to 
the  acceptance  of  a  modern  theory  of  international  trade.  Some  authors, 
Schumpeter,  for  example,  tend  to  underestimate  the  contributions  of 
Ricardo  and  to  overestimate  those  of  his  predecessors.  It  is  true  that 
Torrens,  before  Ricardo,  had  introduced  the  theory  of  comparative  costs. 
But  Ricardo,  more  than  anyone  else,  won  acceptance  for  the  theory  of 
comparative  costs,  the  foundation  of  the  theory  of  international  trade. 
Under  the  most  simplified  assumptions  Ricardo  showed  that  two  coun- 
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tries,  each  producing  two  commodities,  could  each  gain  from  trade  if 
the  relative  costs  of  production  of  the  commodities  varied  between  the 
two  countries  and  that  this  would  be  so  even  if  the  absolute  costs  of 
production  were  lower  for  both  commodities  in  one  of  the  countries. 
The  theory  of  international  trade  for  the  next  125  years  was  concerned 
much  less  with  overthrowing  Ricardo's  theory  than  with  removing  its 
unreal  assumptions  and  bringing  the  model  closer  to  reality.  Ricardo  had] 
introduced  money,  exchange  rates,  and  wage  rates  into  his  discussion  of 
disequilibrium,  but  he  put  the  pure  theory  of  international  trade  into 
one  compartment  and  the  monetary  treatment  into  another.  This  division 
of  international-trade  theory  into  two  parts — the  pure  theory,  which  is 
part  of  general  static-value  theory,  and  the  dynamic  price  and  monetary 
theory — has  continued  into  recent  years.  As  Myrdal  observes  in  his  new 
book  The  International  Economy  (1956),  "the  classical  theory  of 
international  trade  was  an  adjunct  to  this  doctrine  of  a  free  market 
economy." 

There  are  few  examples  in  economics  of  a  fundamental  theory  (such 
as  comparative  costs )  which  has  so  well  withstood  the  assaults  of  genera- 
tions of  critics.  Chapter  2  presents  Ricardo  on  the  theory  of  comparative 
costs. 

In  1830JNTassau  Senior  explained  why  wage  rates  were  much  higher  in 
some  countries  than  in  others.  His  explanation  was  largely  in  terms  of 
the  higher  productivity  of  labor  in  some  countries  than  in  others, 
whether  due  to  more  diligence,  higher  intelligence,  or  the  greater  con- 
tribution of  capital.  This  was  an  important  attempt  to  consider  the 
relevance  of  differences  in  wage  rates  to  the  theory  of  comparative  costs, 
in  turn  related  to  the  cooperation  of  capital.  Ricardo  had  discussed  labor 
time,  not  wage  rates.  J,  S.  Mill  and  Cairnes  also  observed  that  wage 
rates  could  affect  a  country's  competitive  position  in  a  particular  in- 
dustry. But  it  remained  for  a  twentieth-century  economist  to  elaborate 
further  the  effects  of  wage  rates  and  also  to  consider  the  relevance  of 
capital  costs.  Taussig  allowed  that  wages  may  reflect  institutional 
obstacles  and  hence  that  when  particular  classes  of  workers  were  lower 
paid  in  some  countries  than  in  others,  the  commodities  produced  by 
them  would  be  relatively  cheap  in  international  markets.  But  it  was 
Taussig's  view  that  there  were  not  large  differences  among  countries  in 
the  relative  rates  of  wages  for  different  classes  of  wage  earners. 

Taussig  also  allowed  that  capital  costs  were  a  relevant  consideration 
and  that  a  country  with  much  capital  and  low  rates  of  interest  would 
be  at  an  advantage  in  producing  commodities  which  required  much 
capital.  But  Professor  Viner,  Taussig's  outstanding  student,  in  general 
seems  to  agree  with  him  that  serious  modifications  in  the  theory  of  com- 
parative costs  are  not  required  when  capital  costs  are  considered.  How- 


Introduction  5 

ever,  Taussig  and  Viner  seem  to  exaggerate  the  importance  of  labor 
relative  to  all  costs,  and  they  tie  capital  costs  to  the  rate  of  interest, 
whereas  the  availability  of  capital,  the  costs  of  replacement,  and  the 
management  of  capital  are  also  relevant. 

We  should,  perhaps,  add  that  Taussig  and  Viner  alone  among  the 
outstanding  international- trade  theorists  have  adhered  to  a  real  cost 
theory  of  international  trade.  They  concentrate  on  the  unpleasantness  of 
labor  and  the  abstinence  costs  of  saving.  As  Professor  Haberler  observes, 
they  assume  that  all  inputs  involve  disutility  and  that  their  remuneration 
is  proportionate  to  the  disutility  involved,  or  that  the  different  types  of 
labor  and  other  inputs  are  employed  in  approximately  the  same  pro- 
portions by  all  industries.  These  assumptions  are  far  removed  from  the 
facts  of  the  real  world.1 

In  Chapter  3  we  consider  further  the  contributions  of  Senior,  Taussig, 
and  Viner  in  introducing  a  consideration  of  wages  and  capital  costs  into 
the  theory  of  international  trade. 

Chapter  4  brings  together  some  empirical  materials,  based  on  several 
studies,  concerned  with  the  factors  determining  the  over-all  competitive 
position  of  different  countries  and  some  of  their  industries.  These  studies 
underline  the  importance  of  such  factors  as  the  amount  of  horsepower 
used  per  worker,  productivity  and  capital,  the  quality  of  management, 
the  attitude  of  labor  unions,  tax  systems,  the  size  of  the  business  unit, 
and  external  economies  (e.g.,  availability  of  satellite  industries)  as 
variables  which  help  to  fix  the  relative  competitive  positions  of  countries 
and  of  their  individual  industries.  It  is  found,  for  example,  that  there  are 
large  variations  in  the  structure  of  wage  rates  in  different  countries  and 
also  that  in  the  United  States  wages  are  only  about  40  per  cent  of 
value  added.  Furthermore,  the  ratio  of  salaries  to  wages  varies  greatly, 
suggesting  that  the  importance  of  management,  research,  and  the  like 
differs  from  country  to  country.  It  is  also  shown  that  manufacturing 
wages  are  a  small  part  of  the  price  of  the  finished  product,  so  that  the 
understanding  of  competitive  position  involves  a  consideration  of  selling 
costs,  with  all  the  imperfections  involved.  Where  the  landed  price  is  X 
but  the  final  consumer  price  is  4X  or  5X,  the  theory  of  international  trade 
leaves  out  much  that  is  important  when  it  concentrates  on  labor  time  in 
manufacturing  exports  or  even  on  the  corresponding  wages. 

Thus  far,  we  have  considered  only  the  role  of  costs  in  the  theory  of 
international  trade.  We  have,  moreover,  concentrated  upon  that  line  of 
reasoning  which  Ricardo  first  set  forth  and  which  received  its  fullest 
statement  in  the  works  of  Taussig  and  Viner.  It  remains  for  us  to  ex- 
amine in  the  remaining  chapters  of  Part  One  the  influence  of  demand 
upon    the    course    of    international    trade    and    the    writings    of   those 

1  G.  Haberler,  A  Survey  of  International  Trade  Theory,  1955,  p.  13. 
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economists,  Marshall,  Edgeworth,  Ohlin,  and  Haberler,  who  substituted 
for  Ricardo's  concentration  upon  labor  time  a  consideration  of  all  the 
factors  of  production. 

John  Stuart  Mill  was  the  first  economist  to  analyze  in  detail  the  in- 
fluence of  demand  upon  international  trade.  Mill  sought  a  measure  of 
the  gains  from  trade  and  the  precise  ratio  at  which  goods  would  be 
traded  between  countries.  Ricardo's  analysis  gave  no  answer  to  these 
questions;  he  had  provided  only  the  limits  within  which  the  terms  of 
trade  must  lie.  It  was  among  Mill's  most  original  and  permanent  con- 
tributions to  economics  that  he  demonstrated  the  manner  in  which  the 
terms  of  trade  are  determined,  invoking  for  this  purpose  and  formulating 
quite  precisely  what  he  called  the  "equation  of  international  demand." 

However,  Mill's  use  of  the  terms  of  trade  as  a  measure  of  the  gains 
from  trade  has  been  much  criticized,  and  we  shall  have,  in  Chapter  5, 
to  present  not  only  Mill's  analysis  of  the  determination  of  the  terms  of 
trade  but  also  a  critique  of  his  argument. 

Whereas  Senior,  Taussig,  and  Viner  have  tried  to  amend  the  Ricardian 
analysis,  later  economists  have  tried  to  build  for  the  theory  of  com- 
parative costs  a  broader  foundation.  In  Chapter  6,  we  shall  summarize 
their  efforts  and  consider  the  means  by  which  they  have  joined  the 
theory  of  comparative  costs  to  Mill's  analysis  of  demand.  Among  the  first 
of  the  new  analyses  was  that  of  Alfred  Marshall.  Marshall  introduced 
a  composite  commodity  he  called  the  bale,  each  bale  being  produced  by 
the  same  aggregate  investment  of  labor  (of  various  qualities)  and  of 
capital. 

Following  closely  upon  Marshall,  F.  Y.  Edgeworth  carried  even 
further  the  analysis  of  the  gains  from  trade  and  had  much  to  say  about 
protection  and  the  terms  of  trade. 

But  a  more  radical  departure  was  that  of  Ohlin.  He  attempted  to 
treat  all  the  relevant  factors  and,  in  so  doing,  to  stress  the  impact  upon 
trade  of  international  differences  in  factor  endowments.  Ohlin  argues 
that  each  country  concentrates  on  the  industries  which  use  the  relatively 
plentiful  factors.  He  also  considers  the  role  of  demand,  observing  that 
the  prices  of  the  factors  of  production  depend  upon  demand  conditions; 
a  country  with  much  cheap  labor  tends,  for  example,  to  favor  industries 
using  much  low-priced  labor,  but  the  increased  demand  that  results  from 
its  low  price  will,  in  turn,  raise  the  price  of  the  relatively  cheap  factor 
as  well  as  the  prices  of  factors  that  are  complementary  to  the  plentiful 
factors.  Ohlin's  theory  is,  in  short,  an  application  of  general-equilibrium 
theory  to  the  problems  of  international  trade,  as  is  the  simpler  model 
constructed  by  Professor  Haberler.  The  latter  assumed  for  simplicity  that 
each  country  has  a  fixed  and  different  supply  of  factors.  Like  Ohlin,  he 
then  demonstrated  the  manner  in  which  international  differences  in  factor 
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endowments  make  for  trade  between  countries.  Professor  Haberler  re- 
jected the  classical  equation  of  real  with  money  costs. 

The  final  chapter  (Chapter  7)  of  Part  One  presents  some  general  re- 
marks concerning  the  theory  of  international  trade  and  takes  note  of 
recent  work  in  the  field.  It  also  contains  some  material  relating  to  the 
actual  international  distribution  of  employments. 


CHAPTER  1 

Free  Trade  and  the  Origins  of  Classical  Theory, 
The  Views  of  Adam  Smith 


In  classical  economics  the  theory  of  international  trade  was  linked 
with  the  issue  of  free  trade  and  protectionism  and,  in  fact,  was  developed 
in  support  of  free  trade.  Adam  Smith  signalized  the  coming  death  of 
mercantilism  by  a  vigorous  assault  upon  government  interference  with 
the  deployment  of  economic  resources.  In  the  passages  below  from  the 
Wealth  of  "Nations  (1776)  it  will  be  noted  that  Smith  supports  free 
trade  as  promoting  the  division  of  labor  and  thereby  raising  revenue 
(income).  Free  trade  promotes  the  division  of  labor  because  it  causes 
each  country  to  concentrate  on  those  products  which  it  can  produce 
most  cheaply.  Smith  takes  great  pains  to  show  that  losses  are  involved  in 
producing,  say,  grapes  in  Scotland  instead  of  importing  grapes  and 
paying  for  them  with  commodities  that  would  have  required  less  capital 
and  industry  than  the  producing  of  grapes.  In  a  way  Smith's  support 
of  the  division  of  labor  was  an  advanced  view,  since  he  stressed  the 
resultant  higher  incomes.  On  several  other  issues  Smith  sounds  modern. 
He  accepts  the  defense  argument  for  protection,  the  possibility  of 
retaliatory  duties  being  used  as  a  weapon  for  imposing  liberalization 
of  trade  abroad,  and  suggests  the  folly,  where  large  vested  interests  are 
involved,  of  large  and  rapid  reductions  of  tariff  rates.  Smith  also  recog- 
nized that  transportation  costs  cut  down  trade,  and  hence  argued  that 
manufacturers  gain  much  more  from  protection  than  do  farmers.  Agri- 
cultural goods  are  bulky  and  were  expensive  to  transport;  the  consequent 
high  transport  costs  were  a  natural  obstacle  to  imports  and  reduced  the 
need  for  tariffs  to  protect  agriculture.  Finally,  note  that  Smith  tended  to 
underestimate  the  problem  of  adjustment  in  a  free-trade  economy,  as 
many  economists  do  today,  but  to  appraise  well  the  importance  of  pres- 
sure groups.1 

Relevant  passages  from  the  Wealth  of  Nations  follow. 

1  A.  Smith,  Wealth  of  Nations  (E.  Cannan,  ed.;  Lerner  edition),  1937,  book  IV, 
chap.  2. 
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THE  CASE  FOR  FREE  TRADE 

What  is  the  species  of  domestic  industry  which  his  capital  can  employ, 
and  of  which  the  produce  is  likely  to  be  of  the  greatest  value,  every  in- 
dividual, it  is  evident,  can,  in  his  local  situation,  judge  much  better  than  any 
statesman  or  lawgiver  can  do  for  him.  The  statesman,  who  should  attempt 
to  direct  private  people  in  what  manner  they  ought  to  employ  their  capitals, 
would  not  only  load  himself  with  a  most  unnecessary  attention,  but  assume 
an  authority  which  could  safely  be  trusted,  not  only  to  no  single  person,  but 
to  no  council  or  senate  whatever,  and  which  would  nowhere  be  so  dangerous 
as  in  the  hands  of  a  man  who  had  folly  and  presumption  enough  to  fancy 
himself  fit  to  exercise  it. 

To  give  the  monopoly  of  the  home-market  to  the  produce  of  domestic  in- 
dustry, in  any  particular  art  or  manufacture,  is  in  some  measure  to  direct 
private  people  in  what  manner  they  ought  to  employ  their  capitals,  and  must, 
in  almost  all  cases,  be  either  a  useless  or  a  hurtful  regulation.  If  the  produce  of 
domestic  can  be  brought  there  as  cheap  as  that  of  foreign  industry,  the 
regulation  is  evidently  useless.  If  it  cannot,  it  must  generally  be  hurtful.  It  is 
the  maxim  of  every  prudent  master  of  a  family,  never  to  attempt  to  make  at 
home  what  it  will  cost  him  more  to  make  than  to  buy.  The  taylor  does  not 
attempt  to  make  his  own  shoes,  but  buys  them  of  the  shoemaker.  The  shoe- 
maker does  not  attempt  to  make  his  own  clothes,  but  employs  a  taylor.  The 
farmer  attempts  to  make  neither  the  one  nor  the  other,  but  employs  those 
different  artificers.  All  of  them  find  it  for  their  interest  to  employ  their  whole 
industry  in  a  way  in  which  they  have  some  advantage  over  their  neighbours, 
and  to  purchase  with  a  part  of  its  produce,  or  what  is  the  same  thing,  with 
the  price  of  a  part  of  it,  whatever  else  they  have  occasion  for. 

What  is  prudence  in  the  conduct  of  every  private  family,  can  scarce  be 
folly  in  that  of  a  great  kingdom.  If  a  foreign  country  can  supply  us  with  a 
commodity  cheaper  than  we  ourselves  can  make  it,  better  buy  it  of  them  with 
some  part  of  the  produce  of  our  own  industry,  employed  in  a  way  in  which 
we  have  some  advantage. [2] 

The  natural  advantages  which  one  country  has  over  another  in  producing 
particular  commodities  are  sometimes  so  great,  that  it  is  acknowledged  by 
all  the  world  to  be  in  vain  to  struggle  with  them.  By  means  of  glasses,  hot- 
beds, and  hotwalls,  very  good  grapes  can  be  raised  in  Scotland,  and  very  good 
wine  too  can  be  made  of  them  at  about  thirty  times  the  expence  for  which  at 
least  equally  good  can  be  brought  from  foreign  countries.  Would  it  be  a 
reasonable  law  to  prohibit  the  importation  of  all  foreign  wines,  merely  to 
encourage  the  making  of  claret  and  burgundy  in  Scotland?  But  if  there  would 
be  a  manifest  absurdity  in  turning  towards  any  employment,  thirty  times  more 
of  the  capital  and  industry  of  the  country,  than  would  be  necessary  to  pur- 
chase from  foreign  countries  an  equal  quantity  of  the  commodities  wanted, 
there  must  be  an  absurdity,  though  not  altogether  so  glaring,  yet  exactly  of 
the  same  kind,  in  turning  towards  any  such  employment  a  thirtieth,  or  even  a 

2  Ibid.,  pp.  423-425. 
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three  hundredth  part  more  of  either.  Whether  the  advantages  which  one 
country  has  over  another,  be  natural  or  acquired,  is  in  this  respect  of  no  con- 
sequence. As  long  as  the  one  country  has  those  advantages,  and  the  other 
wants  them,  it  will  always  be  more  advantageous  for  the  latter,  rather  to  buy 
of  the  former  than  to  make.  It  is  an  acquired  advantage  only,  which  one 
artificer  has  over  his  neighbour,  who  exercises  another  trade;  and  yet  they  both 
find  it  more  advantageous  to  buy  of  one  another,  than  to  make  what  does 
not  belong  to  their  particular  trades. 

Merchants  and  manufacturers  are  the  people  who  derive  the  greatest 
advantage  from  this  monopoly  of  the  home-market.  The  prohibition  of  the 
importation  of  foreign  cattle,  and  of  salt  provisions,  together  with  the  high 
duties  upon  foreign  corn,  which  in  times  of  moderate  plenty  amount  to  a 
prohibition,  are  not  near  so  advantageous  to  the  graziers  and  farmers  of  Great 
Britain,  as  other  regulations  of  the  same  kind  are  to  its  merchants  and  manu- 
facturers. Manufactures,  those  of  the  finer  kind  especially,  are  more  easily 
transported  from  one  country  to  another  than  corn  or  cattle.  It  is  in  the  fetch- 
ing and  carrying  manufactures,  accordingly,  that  foreign  trade  is  chiefly 
employed.  In  manufactures,  a  very  small  advantage  will  enable  foreigners 
to  undersell  our  own  workmen,  even  in  the  home  market.  It  will  require  a 
very  great  one  to  enable  them  to  do  so  in  the  rude  produce  of  the  soil.  If  the 
free  importation  of  foreign  manufactures  were  permitted,  several  of  the  home 
manufactures  would  probably  suffer,  and  some  of  them,  perhaps,  go  to  ruin 
altogether,  and  a  considerable  part  of  the  stock  and  industry  at  present  em- 
ployed in  them,  would  be  forced  to  find  out  some  other  employment.  But 
the  freest  importation  of  the  rude  produce  of  the  soil  could  have  no  such 
effect  upon  the  agriculture  of  the  country. [3] 

EXCEPTIONS  TO  FREE  TRADE 

There  seem,  however,  to  be  two  cases  in  which  it  will  generally  be  ad- 
vantageous to  lay  some  burden  upon  foreign,  for  the  encouragement  of 
domestic  industry. 

The  first  is,  when  some  particular  sort  of  industry  is  necessary  for  the 
defence  of  the  country.  The  defence  of  Great  Britain,  for  example,  depends 
very  much  upon  the  number  of  its  sailors  and  shipping.  The  act  of  navigation, 
therefore,  very  properly  endeavours  to  give  the  sailors  and  shipping  of  Great 
Britain  the  monopoly  of  the  trade  of  their  own  country,  in  some  cases,  by 
absolute  prohibitions,  and  in  others  by  heavy  burdens  upon  the  shipping  of 
foreign  countries.  The  following  are  the  principal  dispositions  of  this  act.  .  .  . 

The  second  case,  in  which  it  will  generally  be  advantageous  to  lay  some 
burden  upon  foreign  for  the  encouragement  of  domestic  industry,  is,  when 
some  tax  is  imposed  at  home  upon  the  produce  of  the  latter.  In  this  case, 
it  seems  reasonable  that  an  equal  tax  should  be  imposed  upon  the  like  produce 
of  the  former.  This  would  not  give  the  monopoly  of  the  home  market  to 
domestic  industry,  nor  turn  towards  a  particular  employment  a  greater  share 
of  the  stock  and  labour  of  the  country,  than  what  would  naturally  go  to  it. 
It  would  only  hinder  any  part  of  what  would  naturally  go  to  it  from  being 

3  Ibid.,  pp.  425-426. 
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turned  away  by  the  tax,  into  a  less  natural  direction,  and  would  leave  the 
competition  between  foreign  and  domestic  industry,  after  the  tax,  as  nearly  as 
possible  upon  the  same  footing  as  before  it.  In  Great  Britain,  when  any  such 
tax  is  laid  upon  the  produce  of  domestic  industry,  it  is  usual  at  the  same 
time,  in  order  to  stop  the  clamorous  complaints  of  our  merchants  and  manu- 
facturers, that  they  will  be  undersold  at  home,  to  lay  a  much  heavier  duty 
upon  the  importation  of  all  foreign  goods  of  the  same  kind.141 

The  case  in  which  it  may  sometimes  be  a  matter  of  deliberation  how  far 
it  is  proper  to  continue  the  free  importation  of  certain  foreign  goods,  is,  when 
some  foreign  nation  restrains  by  high  duties  or  prohibitions  the  importation  of 
some  of  our  manufactures  into  their  country.  Revenge  in  this  case  naturally 
dictates  retaliation,  and  that  we  should  impose  the  like  duties  and  prohibitions 
upon  the  importance  of  some  or  all  of  their  manufactures  into  ours.  Nations 
accordingly  seldom  fail  to  retaliate  in  this  manner. [5] 

There  may  be  good  policy  in  retaliations  of  this  kind,  when  there  is  a 
probability  that  they  will  procure  the  repeal  of  the  high  duties  or  prohibitions 
complained  of.  The  recovery  of  a  great  foreign  market  will  generally  more 
than  compensate  the  transitory  inconveniency  of  paying  dearer  during  a  short 
time  for  some  sorts  of  goods.  To  judge  whether  such  retaliations  are  likely 
to  produce  such  an  effect,  does  not,  perhaps,  belong  so  much  to  the  science 
of  a  legislator,  whose  deliberations  ought  to  be  governed  by  general  principles 
which  are  always  the  same,  as  to  the  skill  of  that  insidious  and  crafty  animal, 
vulgarly  called  a  statesman  or  politician,  whose  councils  are  directed  by  the 
monetary  fluctuations  of  affairs.  When  there  is  no  probability  that  any  such 
repeal  can  be  procured,  it  seems  a  bad  method  of  compensating  the  injury 
done  to  certain  classes  of  our  people,  to  do  another  injury  ourselves,  not  only 
to  those  classes,  but  to  almost  all  the  other  classes  of  them.  When  our  neigh- 
bours prohibit  some  manufacture  of  ours,  we  generally  prohibit,  not  only  the 
same,  for  that  alone  would  seldom  affect  them  considerably,  but  some  other 
manufacture  of  theirs.  This  may  no  doubt  give  encouragement  to  some  par- 
ticular class  of  workmen  among  ourselves,  and  by  excluding  some  of  their 
rivals,  may  enable  them  to  raise  their  price  in  the  home-market.  Those  work- 
men, however,  who  suffered  by  our  neighbours'  prohibition  will  not  be  bene- 
fited by  ours.  On  the  contrary,  they  and  almost  all  the  other  classes  of  our 
citizens  will  thereby  be  obliged  to  pay  dearer  than  before  for  certain  goods. 
Every  such  law,  therefore,  imposes  a  real  tax  upon  the  whole  country,  not  in 
favour  of  that  particular  class  of  workmen  who  were  injured  by  our  neigh- 
bours' prohibition,  but  of  some  other  class.161 

GRADUALNESS    OF    REMOVAL    OF    RESTRICTIONS    AND    TRANSFER    OF    WORKERS 

The  case  in  which  it  may  sometimes  be  a  matter  of  deliberation,  how  far, 
or  in  what  manner,  it  is  proper  to  restore  the  free  importation  of  foreign  goods, 
after  it  has  been  for  some  time  interrupted,  is,  when  particular  manufactures, 

4  Ibid.,  pp.  429-432. 

5  Ibid.,  p.  434. 
a  Ibid.,  p.  435. 


12  The  Distribution  of  Tasks  among  Nations 

by  means  of  high  duties  or  prohibitions  upon  all  foreign  goods  which  can 
come  into  competition  with  them,  have  been  so  far  extended  as  to  employ 
a  great  multitude  of  hands.  Humanity  may  in  this  case  require  that  the 
freedom  of  trade  should  be  restored  only  by  slow  gradations,  and  with  a  good 
deal  of  reserve  and  circumspection.  Were  those  high  duties  and  prohibitions 
taken  away  all  at  once,  cheaper  foreign  goods  of  the  same  kind  might  be 
poured  so  fast  into  the  home  market  as  to  deprive  all  at  once  many  thousands 
of  our  people  of  their  ordinary  employment  and  means  of  subsistence.  The 
disorder  which  this  would  occasion  might  no  doubt  be  very  considerable.  It 
would  in  all  probability,  however,  be  much  less  than  is  commonly  imagined, 
for  the  two  following  reasons: 

First,  all  those  manufactures,  of  which  any  part  is  commonly  exported  to 
other  European  countries  without  a  bounty,  could  be  very  little  affected  by 
the  freest  importation  of  foreign  goods.  Such  manufactures  must  be  sold  as 
cheap  abroad  as  any  other  foreign  goods  of  the  same  quality  and  kind,  and 
consequently  must  be  sold  cheaper  at  home.  They  would  still,  therefore, 
keep  possession  of  the  home  market,  and  though  a  capricious  man  of  fashion 
might  sometimes  prefer  foreign  wares,  merely  because  they  were  foreign,  to 
cheaper  and  better  goods  of  the  same  kind  that  were  made  at  home,  this  folly 
could,  from  the  nature  of  things,  extend  to  so  few,  that  it  could  make  no 
sensible  impression  upon  the  general  employment  of  the  people.  But  a  great 
part  of  all  the  different  branches  of  our  woollen  manufacture,  of  our  tanned 
leather,  and  of  our  hard-ware,  are  annually  exported  to  other  European 
countries  without  any  bounty,  and  these  are  the  manufactures  which  employ 
the  greatest  number  of  hands.  The  silk,  perhaps,  is  the  manufacture  which 
would  suffer  the  most  by  this  freedom  of  trade,  and  after  it  the  linen,  though 
the  latter  much  less  than  the  former. 

Secondly,  though  a  great  number  of  people  should,  by  thus  restoring  the 
freedom  of  trade,  be  thrown  all  at  once  out  of  their  ordinary  employment  and 
common  method  of  subsistence,  it  would  by  no  means  follow  that  they  would 
thereby  be  deprived  either  of  employment  or  subsistence.  By  the  reduction  of 
the  army  and  navy  at  the  end  of  the  late  war,  more  than  a  hundred  thousand 
soldiers  and  seamen,  a  number  equal  to  what  is  employed  in  the  greatest 
manufactures,  were  all  at  once  thrown  out  of  their  ordinary  employment;  but, 
though  they  no  doubt  suffered  some  inconveniency,  they  were  not  thereby 
deprived  of  all  employment  and  subsistence.  The  greater  part  of  the  seamen, 
it  is  probable,  gradually  betook  themselves  to  the  merchant-service  as  they 
could  find  occasion,  and  in  the  meantime  both  they  and  the  soldiers  were 
absorbed  in  the  great  mass  of  the  people,  and  employed  in  a  great  variety 
of  occupations.  Not  only  no  great  convulsion,  but  no  sensible  disorder  arose 
from  so  great  a  change  in  the  situation  of  more  than  a  hundred  thousand  men, 
all  accustomed  to  the  use  of  arms,  and  many  of  them  to  rapine  and  plunder. 
The  number  of  vagrants  was  scarce  any-where  sensibly  increased  by  it,  even 
the  wages  of  labour  were  not  reduced  by  it  in  any  occupation,  so  far  as  I  have 
been  able  to  learn,  except  in  that  of  seamen  in  the  merchant-service.  But  if 
we  compare  together  the  habits  of  a  soldier  and  of  any  sort  of  manufacturer, 
we  shall  find  that  those  of  the  latter  do  not  tend  so  much  to  disqualify  him 
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from  being  employed  in  a  new  trade,  as  those  of  the  former  from  being  em- 
ployed in  any.  The  manufacturer  has  always  been  accustomed  to  look  for 
his  subsistence  from  his  labour  only:  the  soldier  to  expect  it  from  his  pay. 
Application  and  industry  have  been  familiar  to  the  one;  idleness  and  dis- 
sipation to  the  other.  But  it  is  surely  much  easier  to  change  the  direction 
of  industry  from  one  sort  of  labour  to  another,  than  to  turn  idleness  and 
dissipation  to  any.  To  the  greater  part  of  manufactures  besides,  it  has  already 
been  observed,  there  are  other  collateral  manufactures  of  so  similar  a  nature, 
that  a  workman  can  easily  transfer  his  industry  from  one  of  them  to  another. 
The  greater  part  of  such  workmen  too  are  occasionally  employed  in  country 
labour.  The  stock  which  employed  them  in  a  particular  manufacture  before, 
will  still  remain  in  the  country  to  employ  an  equal  number  of  people  in  some 
other  way.  The  capital  of  the  country  remaining  the  same,  the  demand  for 
labour  will  likewise  be  the  same,  or  very  nearly  the  same,  though  it  may 
be  exerted  in  different  places  and  for  different  occupations.  Soldiers  and  sea- 
men, indeed,  when  discharged  from  the  king's  service,  are  at  liberty  to  exercise 
any  trade,  within  any  town  or  place  of  Great  Britain  or  Ireland.  Let  the  same 
natural  liberty  of  exercising  what  species  of  industry  they  please,  be  restored 
to  all  his  majesty's  subjects,  in  the  same  manner  as  to  soldiers  and  seamen; 
that  is,  break  down  the  exclusive  privileges  of  corporations,  and  repeal  the 
statute  of  apprenticeship,  both  which  are  real  encroachments  upon  natural 
liberty,  and  add  to  these  the  repeal  of  the  law  of  settlements,  so  that 
a  poor  workman,  when  thrown  out  of  employment  either  in  one  trade  or  in 
one  place,  may  seek  for  it  in  another  trade  or  in  another  place,  without 
the  fear  either  of  a  prosecution  or  of  removal,  and  neither  the  public  nor  the 
individuals  will  suffer  much  more  than  those  who  defend  it  with  their  blood, 
nor  deserve  to  be  treated  with  more  delicacy. [7] 

VESTED  INTERESTS  AND  PROTECTION 

To  expect,  indeed,  that  the  freedom  of  trade  should  ever  be  entirely  re- 
stored in  Great  Britain,  is  as  absurd  as  to  expect  that  an  Oceana  or  Utopia 
should  ever  be  established  in  it.  Not  only  the  prejudices  of  the  public,  but 
what  is  much  more  unconquerable,  the  private  interests  of  many  individuals, 
irresistibly  oppose  it.  Were  the  officers  of  the  army  to  oppose  with  the  same 
zeal  and  unanimity  any  reduction  in  the  number  of  forces,  from  which  master 
manufacturers  set  themselves  against  every  law  that  is  likely  to  increase  the 
number  of  their  rivals  in  the  home  market;  were  the  former  to  animate  their 
soldiers,  in  the  same  manner  as  the  latter  enflame  their  workmen,  to  attack 
with  violence  and  outrage  the  proposers  of  any  such  regulation;  to  attempt  to 
reduce  the  army  would  be  as  dangerous  as  it  has  now  become  to  attempt  to 
diminish  in  any  respect  the  monopoly  which  our  manufacturers  have  obtained 
against  us.  This  monopoly  has  so  much  increased  the  number  of  some  par- 
ticular tribes  of  them,  that,  like  an  overgrown  standing  army,  they  have 
become  formidable  to  the  government,  and  upon  many  occasions  intimidate 
the  legislature.  The  member  of  parliament  who  supports  every  proposal  for 
strengthening  this  monopoly,  is  sure  to  acquire  not  only  the  reputation  of 

7  Ibid.,  pp.  435-437. 
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understanding  trade,  but  great  popularity  and  influence  with  an  order  of  men 
whose  numbers  and  wealth  render  them  of  great  importance.  If  he  opposes 
them,  on  the  contrary,  and  still  more  if  he  has  authority  enough  to  be  able 
to  thwart  them,  neither  the  most  acknowledged  probity,  nor  the  highest  rank, 
nor  the  greatest  public  services,  can  protect  him  from  the  most  infamous 
abuse  and  detraction,  from  personal  insults,  nor  sometimes  from  real  danger, 
arising  from  the  insolent  outrage  of  furious  and  disappointed  monopolists. 

The  undertaker  of  a  great  manufacture,  who,  by  the  home  markets  being 
suddenly  laid  open  to  the  competition  of  foreigners,  should  be  obliged  to 
abandon  his  trade,  would  no  doubt  suffer  very  considerably.  That  part  of 
his  capital  which  had  usually  been  employed  in  purchasing  materials  and  in 
paying  his  workmen,  might,  without  much  difficulty,  perhaps,  find  another 
employment.  But  that  part  of  it  which  was  fixed  in  workhouses,  and  in  the 
instruments  of  trade,  could  scarce  be  disposed  of  without  considerable  loss. 
The  equitable  regard,  therefore,  to  his  interest  requires  that  changes  of  this 
kind  should  never  be  introduced  suddenly,  but  slowly,  gradually,  and  after 
a  very  long  warning.  The  legislature,  were  it  possible  that  its  deliberations 
could  be  always  directed,  not  by  the  clamorous  importunity  of  partial  interests, 
but  by  an  extensive  view  of  the  general  good,  ought  upon  this  very  account, 
perhaps,  to  be  particularly  careful  neither  to  establish  any  new  monopolies 
of  this  kind,  nor  to  extend  further  those  which  are  already  established.  Every 
such  regulation  introduces  some  degree  of  real  disorder  into  the  constitution 
of  the  state,  which  it  will  be  difficult  afterwards  to  cure  without  occasioning 
another  disorder. [8] 

8  Ibid.,  pp.  437-439. 


CHAPTER  2 

Ricardo  and  Comparative  Costs 


Ricardo  was  the  true  author  of  the  comparative-cost  doctrine.  As 
Alfred  Marshall,  the  great  British  economist,  wrote : 1 

Professor  Hollander  .  .  .  has  shown  that  nearly  every  part  of  Ricardo's 
doctrine  was  anticipated  by  some  of  his  predecessors;  but  his  masterly  genius, 
like  that  of  Adam  Smith,  was  largely  occupied  with  the  supreme  task  of  build- 
ing up  a  number  of  fragmentary  truths  into  coherent  doctrine.  Such  a  doctrine 
has  constructive  force,  because  it  is  an  organic  whole. 

In  presenting  his  theory  of  comparative  costs,  a  theory  which  had 
been  presented  earlier  but  with  less  effectiveness  by  Torrens,  Ricardo 
showed  that  trade  would  be  profitably  carried  on  between  two  coun- 
tries even  when  one  of  them  produced  both  commodities  with  less  labor 
than  another,  provided  its  advantage  was  greater  in  the  production  of 
one  commodity  than  in  another. 

This  emphasis  on  comparative  advantage  as  opposed  to  absolute  ad- 
vantage marks  Ricardo's  great  advance  over  Adam  Smith.  Smith's  presen- 
tation was  couched  entirely  in  terms  of  absolute  advantage. 

By  way  of  illustration,  Ricardo  presents  the  famous  case  of  trade  in 
wine  and  cloth  between  Portugal  and  England.  Trade  is  carried  on  to 
the  profit  of  both  countries  even  though  Portugal  requires  less  labor  to 
produce  both  wine  and  cloth.  Whereas  Portugal  has  a  comparative  ad- 
vantage in  wine,  England's  lesser  disadvantage  is  in  cloth.2 

England  may  be  so  circumstanced,  that  to  produce  the  cloth  may  require 
the  labour  of  100  men  for  one  year;  and  if  she  attempted  to  make  the  wine, 
it  might  require  the  labour  of  120  men  for  the  same  time.  England  would 
therefore  find  it  her  interest  to  import  wine,  and  to  purchase  it  by  the  exporta- 
tion of  cloth. 

To  produce  the  wine  in  Portugal,  might  require  only  the  labour  of  80 
men  for  one  year,  and  to  produce  the  cloth  in  the  same  country,  might  require 

1  A.  Marshall,  Money,  Credit  and  Commerce,  1923,  p.  41. 

2  The  Works  and  Correspondence  of  David  Ricardo  (Sraffa,  ed. ),  1952,  vol.  I,  pp. 
135-136. 
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the  labour  of  90  men  for  the  same  time.  It  would  therefore  be  advantageous 
for  her  to  export  wine  in  exchange  for  cloth.  This  exchange  might  even  take 
place,  notwithstanding  that  the  commodity  imported  by  Portugal  could  be  pro- 
duced there  with  less  labour  than  in  England.  Though  she  could  make  the 
cloth  with  the  labour  of  90  men,  she  would  import  it  from  a  country  where  it 
required  the  labour  of  100  men  to  produce  it,  because  it  would  be  ad- 
vantageous to  her  rather  to  employ  her  capital  in  the  production  of  wine, 
for  which  she  would  obtain  more  cloth  from  England,  than  she  could  produce 
by  diverting  a  portion  of  her  capital  from  the  cultivation  of  vines  to  the 
manufacture  of  cloth. 

Thus  England  would  give  the  produce  of  the  labour  of  100  men,  for  the 
produce  of  the  labour  of  80.  Such  an  exchange  could  not  take  place  between 
the  individuals  of  the  same  country.  The  labour  of  100  Englishmen  cannot 
be  given  for  that  of  80  Englishmen,  but  the  produce  of  the  labour  of  100 
Englishmen  may  be  given  for  the  produce  of  the  labour  of  80  Portuguese,  60 
Russians,  or  120  East  Indians.  The  difference  in  this  respect,  between  a 
single  country  and  many,  is  easily  accounted  for,  by  considering  the  difficulty 
with  which  capital  moves  from  one  country  to  another,  to  seek  a  more  profit- 
able employment,  and  the  activity  with  which  it  invariably  passes  from  one 
province  to  another  in  the  same  country. 

Ricardo  held  that  such  exchanges  would  not  be  possible  within  a 
country,  for  capital  and  labor  would  move  to  the  region  where  they 
were  more  productive.  The  contrast  between  international  and  inter- 
regional economics  here  is  based  on  the  assumption  that  capital  and 
population  move  within  a  country  but  not  from  country  to  country.3 

It  would  undoubtedly  be  advantageous  to  the  capitalists  of  England,  and 
to  the  consumers  in  both  countries,  that  under  such  circumstances,  the  wine 
and  the  cloth  should  both  be  made  in  Portugal,  and  therefore  that  the  capital 
and  labour  of  England  employed  in  making  cloth,  should  be  removed  to 
Portugal  for  that  purpose.  In  that  case,  the  relative  value  of  these  commodities 
would  be  regulated  by  the  same  principle,  as  if  one  were  the  produce  of 
Yorkshire,  and  the  other  of  London:  and  in  every  other  case,  if  capital  freely 
flowed  towards  those  countries  where  it  could  be  most  profitably  employed, 
there  could  be  no  difference  in  the  rate  of  profit,  and  no  other  difference  in 
the  real  or  labour  price  of  commodities,  than  the  additional  quantity  of  labour 
required  to  convey  them  to  the  various  markets  where  they  were  to  be  sold. 

Experience,  however,  shows,  that  the  fancied  or  real  insecurity  of  capital, 
when  not  under  the  immediate  control  of  its  owner,  together  with  the  natural 
disinclination  which  every  man  has  to  quit  the  country  of  his  birth  and  con- 
nexions, and  intrust  himself  with  all  his  habits  fixed,  to  a  strange  government 
and  new  laws,  check  the  emigration  of  capital.  These  feelings,  which  I  should 
be  sorry  to  see  weakened,  induce  most  men  of  property  to  be  satisfied  with 
a  low  rate  of  profits  in  their  own  country,  rather  than  seek  a  more  ad- 
vantageous employment  for  their  wealth  in  foreign  nations. 

3  Ibid.,  pp.  136-137. 
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Ricardo  developed  his  theory  of  comparative  costs  on  the  assumption 
of  two  commodities,  and  though  he  did  not  insist  (as  some  have  im- 
plied) that  population  and  capital  never  move  across  national  frontiers, 
he  certainly  was  aware  that  movements  were  less  free  than  within  a 
country.  At  the  outset  we  should  note  that  Ricardo  did  not  entirely 
neglect  the  relevance  of  theory  on  the  basis  of  more  than  two  com- 
modities. What  is  more,  he  was  aware  that  the  extension  of  analysis  to 
more  than  two  commodities  meant  that  with  a  change  in  costs,  the  effects 
on  gold  movements  and  prices  would  be  less  because  other  commodities 
could  move  as  well  as  the  one  export  commodity  assumed.  That  is  to 
say,  a  country  tending  to  lose  gold  could  export  not  one,  but  many  com- 
modities as  a  substitute  for  gold.4 

To  simplify  the  question,  I  have  been  supposing  the  trade  between  two 
countries  to  be  confined  to  two  commodities — to  wine  and  cloth;  but  it  is  well 
known  that  many  and  various  articles  enter  into  the  list  of  exports  and  im- 
ports. By  the  abstraction  of  money  from  one  country,  and  the  accumulation  of 
it  in  another,  all  commodities  are  affected  in  price,  and  consequently  en- 
couragement is  given  to  the  exportation  of  many  more  commodities  besides 
money,  which  will  therefore  prevent  so  great  an  effect  from  taking  place  on 
the  value  of  money  in  the  two  countries  as  might  otherwise  be  expected. 

John  Stuart  Mill,  summarizing  Ricardo's  contribution,  provides  an 
excellent  appraisal  of  its  significance  and  its  place  in  the  history  of 
economic  thought.5 

Of  the  truths  with  which  political  economy  has  been  enriched  by  Mr. 
Ricardo,  none  has  contributed  more  to  give  to  that  branch  of  knowledge  the 
comparatively  precise  and  scientific  character  which  it  at  present  bears,  than 
the  more  accurate  analysis  which  he  performed  of  the  nature  of  the  ad- 
vantage which  nations  derive  from  a  mutual  interchange  of  their  productions. 
Previously  to  his  time,  the  benefits  of  foreign  trade  were  deemed,  even  by  the 
most  philosophical  enquirers,  to  consist  in  affording  a  vent  for  surplus  produce, 
or  in  enabling  a  portion  of  the  national  capital  to  replace  itself  with  a  profit. 
The  futility  of  the  theory  implied  in  these  and  similar  phrases,  was  an  obvious 
consequence  from  the  speculations  of  writers  even  anterior  to  Mr.  Ricardo. 
But  it  was  he  who  first,  in  the  chapter  on  Foreign  Trade,  of  his  immortal 
Principles  of  Political  Economy  and  Taxation,  substituted  for  the  former  vague 
and  unscientific,  if  not  positively  false,  conceptions  with  regard  to  the  ad- 
vantage of  trade,  a  philosophical  exposition  which  explains,  with  strict  pre- 
cision, the  nature  of  that  advantage,  and  affords  an  accurate  measure  of  its 
amount. 

He  showed,  that  the  advantage  of  an  interchange  of  commodities  between 
nations  consists  simply  and  solely  in  this,  that  it  enables  each  to  obtain,  with 
a  given  amount  of  labour  and  capital,  a  greater  quantity  of  all  commodities 

4  Ibid.,  p.  141. 

5  J.  S.  Mill,  Essay  on  Some  Unsettled  Questions  of  Political  Economy,  1877, 
pp.  1-3. 
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taken  together.  This  it  accomplishes  by  enabling  each,  with  a  quantity  of  one 
commodity  which  has  cost  it  so  much  labour  and  capital,  to  purchase  a 
quantity  of  another  commodity  which,  if  produced  at  home,  would  have 
required  labour  and  capital  to  a  greater  amount.  To  render  the  importation  of 
an  article  more  advantageous  than  its  production,  it  is  not  necessary  that  the 
foreign  country  should  be  able  to  produce  it  with  less  labour  and  capital  than 
ourselves.  We  may  even  have  a  positive  advantage  in  its  production;  but,  if 
we  are  so  far  favoured  by  circumstances  as  to  have  a  still  greater  positive 
advantage  in  the  production  of  some  other  article  which  is  in  demand  in  the 
foreign  country,  we  may  be  able  to  obtain  a  greater  return  to  our  labour  and 
capital  by  employing  none  of  it  in  producing  the  article  in  which  our  ad- 
vantage is  least,  but  devoting  it  all  to  the  production  of  that  in  which  our 
advantage  is  greatest,  and  giving  this  to  the  foreign  country  in  exchange  for 
the  other.  It  is  not  a  difference  in  the  absolute  cost  of  production,  which  deter- 
mines the  interchange,  but  a  difference  in  the  comparative  cost.  It  may  be  to 
our  advantage  to  procure  iron  from  Sweden  in  exchange  for  cottons,  even 
although  the  mines  of  England  as  well  as  her  manufactories  should  be  more 
productive  than  those  of  Sweden;  for  if  we  have  an  advantage  of  one-half 
in  cottons,  and  only  an  advantage  of  a  quarter  in  iron,  and  could  sell  our 
cottons  to  Sweden  at  the  price  which  Sweden  must  pay  for  them  if  she  pro- 
duced them  herself,  we  should  obtain  our  iron  with  an  advantage  of  one- 
half,  as  well  as  our  cottons.  We  may  often,  by  trading  with  foreigners,  obtain 
their  commodities  at  a  smaller  expense  of  labour  and  capital  than  they  cost 
to  the  foreigners  themselves.  The  bargain  is  still  advantageous  to  the  foreigner, 
because  the  commodity  which  he  receives  in  exchange,  though  it  has  cost  us 
less,  would  have  cost  him  more.  As  often  as  a  country  possesses  two  com- 
modities, one  of  which  it  can  produce  with  less  labour,  comparatively  to  what 
it  would  cost  in  a  foreign  country,  than  the  other;  so  often  it  is  the  interest  of 
the  country  to  export  the  first  mentioned  commodity  and  to  import  the  second; 
even  though  it  might  be  able  to  produce  both  the  one  and  the  other  at  a  less 
expense  of  labour  than  the  foreign  country  can  produce  them,  but  not  less 
in  the  same  degree;  or  might  be  unable  to  produce  either  except  at  a  greater 
expense,  but  not  greater  in  the  same  degree. 

On  the  contrary,  if  it  produces  both  commodities  with  greater  facility,  or 
both  with  greater  difficulty,  and  greater  in  exactly  the  same  degree,  there  will 
be  no  motive  to  interchange. 

Later  Developments  in  the  Theory 

Ricardo  had  oversimplified  the  problem.  As  Professor  Viner,  the 
greatest  living  authority  on  classical  economics,  put  it,  Ricardo's  theory 
was  based  on  the  following  assumptions : 6 

.  .  .  ample  time  for  long-run  adjustments;  free  competition;  only  two  countries 
and    only   two    commodities;    constant   labor   cost   as    output   is   varied;    and 

6  J.  Viner,  Studies  in  the  Theory  of  International  Trade,  1937,  p.  444;  also  cf. 
F.  W.  Taussig,  Selected  Readings  in  International  Trade  and  Tariff  Problems,  1921^ 
chaps.  2,  4,  5. 
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proportionality  of  both  aggregate  real  costs  and  supply  prices  within  each 
country  to  labor-time  costs  within  that  country. 

Moreover,  he  left  out  of  account  demand  conditions. 
Marshall  put  Ricardo's  assumptions  as  follows : 7 

.  .  .  we  may  proceed  on  Ricardo's  lines,  and  suppose  that  E  and  G  are 
neighbouring  islands  which  trade  with  one  another,  the  goods  being  carried 
at  public  expense  to  the  extent  of  one  half  by  either  island;  and  thus  the  cost 
of  transport  is  eliminated  from  the  trading  account:  the  peoples,  however, 
are  supposed  to  be  intolerant  of  one  another's  customs,  and  to  refuse  to 
migrate  from  one  island  to  the  other.  The  real  cost  of  production  of  each 
commodity  in  each  island  is  taken  to  be  constant;  though  differences  of  soil, 
climate,  agricultural  and  mineral  resources  cause  many  differences  in  the 
relative  cost  of  various  commodities  in  the  two  islands.  Differences  in  the  skill 
required  for  different  occupations,  and  in  the  amount  of  capital  by  which  each 
man's  labour  needs  to  be  assisted,  are  neglected  (or  else  the  values  of  the 
several  classes  of  labour  and  stocks  of  capital  are  expressed  in  terms  of  the 
value  of  labour  of  a  standard  efficiency),  so  that  the  real  cost  of  production  of 
any  commodity  in  either  island  can  be  regarded  as  proportional  to  the  amount 
of  the  standard  labour  of  that  island.  Also,  transport  being  gratuitous,  the 
relative  values  of  different  things  would  of  course  remain  generally  the  same 
in  the  two  islands:  if  a  quarter  of  oats  and  a  hundred- weight  of  sugar  were 
of  equal  value  in  one  island,  they  would  be  of  equal  value  also  in  the  other. 

1  Marshall,  op.  cit.,  pp.  322-323. 


CHAPTER  3 

The  Elaboration  of  Ricardo's  Model 


Introduction1 

Though  he  was  aware  that  many  elements  enter  into  the  cost  of  pro- 
ducing a  commodity,  Ricardo  had  tied  his  theory  of  international  trade 
to  labor  costs  or,  more  precisely,  to  labor  time.  Obviously,  with  the 
gradual  abandonment  of  a  labor-cost  theory  of  value,  the  theory  of  inter- 
national trade  had  to  undergo  surgery.  But  Ricardo's  approach  was  not 
immediately  cast  aside.  It  was,  instead,  broadened  and  modified  by  his 
successors. 

It  was  not  long  after  Ricardo's  work  on  international  trade  appeared 
that  a  brilliant  classical  economist  introduced  money  wages  into  the 
theory  of  international  trade.  Nassau  Senior,  writing  in  1830,  stressed  the 
relevance  of  labor's  productivity — and  the  disagreeableness  of  certain 
occupations — as  factors  explaining  differences  in  money  wages.  John 
Stuart  Mill  also  revealed  an  awareness  of  the  impact  of  money-wage 
differences  upon  the  structure  of  export  trade.  In  Senior's  discussion,  as 
in  the  further  elaboration  by  Taussig  almost  one  hundred  years  later, 
productivity  in  the  export  industries  was  given  much  attention;  it  was 
thought  to  be  crucial  to  the  determination  of  the  structure  of  money 
wages  in  the  economy.  (I  suspect  that  the  influence  of  export  produc- 
tivity was  overdone. ) 

In  the  1870s  the  British  economist  Cairnes  raised  further  objections  to 
the  simple  labor  theory  of  value.  He  pointed  out  that  there  might  be 
restrictions  on  the  movement  of  labor  from  place  to  place  and  from  oc- 
cupation to  occupation  and  that  one  group  protected  by  institutional 
barriers  might  receive  higher  rewards  than  another.  Wages,  therefore, 
would  not  correspond  to  labor  time. 

F.  W.  Taussig  also  drew  attention  to  the  effects  of  international  differ- 
ences in  wage  structure,  the  differences  that  Cairnes  had  explained  by 
imperfections.  He  also  called  attention  to  the  relevance  of  capital  costs; 

1  For  an  excellent  survey  of  the  literature,  see  Professor  Angell's  classic  volume 
The  Theory  of  International  Prices,  1926,  especially  pt.  I. 
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differences  in  interest  rates  and  in  the  amounts  of  capital  used  would 
yield  a  structure  of  trade  different  from  that  which  the  exclusive  con- 
sideration of  labor  time  would  suggest. 

Wages  and  Productivity  in  Export  Industries 

Nassau  Senior,  in  lectures  delivered  in  1829  at  Oxford,  greatly  ad- 
vanced our  understanding  of  the  role  of  prices  in  international-trade 
theory.2  Senior  begins  with  a  comparison  of  the  cost  (in  silver)  of  labor 
in  Hindustan,  England,  and  America.3 

The  average  annual  wages  of  labor  in  Hindustan  are  from  one  to 
two  pounds  troy  of  silver  a  year.  In  England  they  are  from  nine  to 
fifteen  pounds  troy.  In  Upper  Canada  and  the  United  States  of  America, 
they  are  from  twelve  to  twenty  pounds  troy.  Within  the  same  time  the 
American  laborer  obtains  twelve  times  and  the  English  laborer  nine 
times  as  much  silver  as  the  Hindu. 

The  difference  in  the  cost  of  obtaining  silver,  or,  in  other  words,  in 
the  wages  of  labor  in  silver,  in  different  countries  at  the  same  period 
has  attracted  attention,  though  not  perhaps  so  much  as  it  deserves,  and 
various  theories  have  been  proposed  to  account  for  it. 

Then  Senior  refutes  various  "fallacious"  explanations  of  the  differences: 
greater  densities  of  population  in  Hindustan,  higher  cost  of  living  in 
the  West,  lower  living  standards  in  the  East,  differences  in  rates  of 
profits,  and  variations  in  taxes.4 

For  Senior  the  explanation  of  the  higher  wages  ( in  silver )  in  the  West 
is  as  follows:5 

.  .  .  the  diligence  and  skill  with  which  English  labour  is  applied  enables  the 
English  labourer  to  produce  in  a  year  exportable  commodities  equal  in  value 
to  those  produced  in  a  year  by  eight  Hindoos;   .   .   . 

In  fact  the  portableness  of  the  precious  metals  and  the  universality  of  the 
demand  for  them  render  the  whole  commercial  world  one  country,  in  which 
bullion  is  the  money  and  the  inhabitants  of  each  nation  form  a  distinct  class 
of  labourers.  We  know  that  in  the  small  market  of  every  district  the  remunera- 
tion paid  to  the  producer  is  in  proportion  to  the  value  produced.  And  conse- 
quently that  if  one  man  can  by  superior  diligence,  or  superior  skill,  or  by  the 
assistance  of  a  larger  capital,  or  by  deferring  for  a  longer  time  his  remunera- 
tion, or  by  any  advantage  natural  or  acquired,  occasion  a  more  valuable 
product,  he  will  receive  a  higher  reward.  It  is  thus  that  a  lawyer  is  better 
paid  than  a  watchmaker,  a  watchmaker  than  a  weaver,  a  first-rate  than  an 
ordinary  workman.   And  for  the  same  reason  in  the  general  market  of  the 

2  N.  Senior,  Three  Lectures  on  the  Cost  of  Obtaining  Money,  1830. 
"Ibid.,  p.  1. 
'Ibid.,  pp.  2-10. 
5  Ibid.,  pp.  11,  14. 
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world  an  Englishman  is  better  paid  than  a  Frenchman,  a  Frenchman  than  a 
Pole,  and  a  Pole  than  a  Hindoo. 

Wages  in  export  industries,  according  to  Senior6  ( and  Taussig ) ,  deter- 
mine wages  in  other  employments. 

In  the  first  place  it  follows  that  the  amount  of  the  income  in  money  of  each 
individual  depends  on  the  prosperity  of  our  foreign  commerce.  If  the  worst 
land  that  can  be  profitably  cultivated  in  England  will  produce  per  acre,  at  an 
average,  two  quarters  of  corn  a-year,  after  deducting  what  must  be  reserved 
for  seed,  the  proprietor  of  an  estate  of  one  hundred  acres,  producing  at  an 
average,  after  the  deduction  of  seed,  four  quarters  of  corn  per  acre,  is  entitled 
to  two  hundred  quarters  as  his  rent.  The  value  in  money  of  those  two  hundred 
quarters  must  be  the  same  as  that  of  the  two  hundred  quarters  which  the 
farmer  retains  and  divides  between  himself  and  his  labourers.  The  value  of 
those  two  hundred  quarters  must  be  equal  to  the  wages  of  the  labourers 
after  deducting  the  farmer's  profit  for  having  paid  those  wages  in  advance. 
And  those  wages,  though  not  precisely  the  same  as  the  wages  of  the  labourers 
who  produce  commodities  for  exportation,  must  bear  a  certain  proportion  to 
those  wages.  If  the  toils  undergone  by  the  manufacturer  are  supposed  to  be 
more  severe  by  one-third  than  those  of  the  agriculturist,  the  agricultural 
labourer  will  at  an  average  receive  just  two-thirds  of  the  wages  of  the 
manufacturer.  If  the  foreign  demand  for  English  manufactures  be  such  as  to 
occasion  the  manufacturer  to  receive  15s.  or  about  three  ounces  of  silver  a 
week,  the  agriculturist  will  receive  10s.  or  about  two  ounces  of  silver  a  week. 

Overemphasis  on  Export  Industries 

Taussig  concurred  in  Senior's  argument.  He,  too,  believed  that  pro- 
ductivity in  the  export  industries  has  a  decisive  influence  upon  wages. 
But  both  Senior  and  Taussig  went  too  far.  Why  should  the  American 
wage  level  be  determined  by  the  productiveness  of  export  industries, 
which  account  for  but  5  per  cent  of  the  national  income  of  the  United 
States?  Productivity  in  other  industries  will  react  on  the  export  industries, 
helping  to  determine  what  is  exported  or  imported,  the  amount  of 
precious  metals  in  the  country,  and  to  this  extent  the  level  of  prices 
and  money  wages.  It  is  not  even  clear  that,  as  Taussig  used  to  claim,  the 
highest  wage  industries  are  necessarily  the  export  industries.  For  ex- 
ample, wages  have  been  at  a  record  level  in  coal  and  railroads  in  the 
United  States,  and  these  are  not  ordinarily  export  industries;  wages  have 
been  low  in  agriculture,  one  of  our  strongest  export  employments  (see, 
however,  Chapter  4). 

Nor  is  it  always  clear  that  the  export  industries  are  the  most  pro- 
ductive. For  example,  medicine  in  the  United  States  is  a  highly  pro- 
ductive employment.  In  a  sense  it  is  an  export  industry,  but  its  major 
market,  surely  more  than  99  per  cent,  is  at  home. 

6  Ibid.,  pp.  16-17. 
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The  assumption  of  high  productivity  in  the  export  industries  is  used 
by  a  group  of  experts  to  support  the  view  that  Western  Europe  must 
expand  its  trade;  the  alternative  is  the  expansion  of  less  productive  in- 
dustries that  serve  the  home  market.7  But  this  position  rests  on  another 
assumption:  that  as  export  output  rises  and  exports  are  pressed  on 
foreign  markets,  export  prices  will  not  greatly  decline.  Otherwise,  the 
higher  productivity  of  the  export  industries,  as  against  domestic  in- 
dustries, may  be  more  than  offset  by  deterioration  in  the  terms  of  trade. 

Imperfections  in  Labor  Markets  and  Export  Prices 

Ricardo  had  fully  understood  that  the  structure  of  trade  is  proximately 
governed  by  money  costs  and  prices.8  He  assumed,  however,  that  the 
prices  and  commodities  would  be  proportional  to  the  labor  time  em- 
bodied in  them  and  could,  in  consequence,  argue  that  the  pattern  of 
trade  would  ultimately  be  governed  by  the  relative  amounts  of  labor 
expended  in  production. 

Before  many  years  had  passed,  however,  Senior  was  to  point  out  that 
prices  can  deviate  from  those  which  would  be  given  by  the  quantities 
of  labor  devoted  to  production.  He  emphasized  the  productivity  of  the 
labor  used.  A  bit  later,  John  Stuart  Mill  was  to  contend  that  the  devia- 
tion of  wages  (and  prices)  from  strict  proportionality  with  labor  time 
could  influence  the  structure  of  trade. 

Mill  maintained  that  low  wages  would  not  enable  one  country  to 
undersell  another  if  they  prevailed  in  all  industries.  But  he  was  very 
careful  to  say  that  a  country  could  obtain  a  competitive  advantage  in 
some  industries  by  depressing  the  wages  of  workers  employed  in  those 
industries,  and  he  cited  the  United  States  production  of  cotton  and 
tobacco  with  slave  labor  as  an  example.  Mill's  discussion  has  a  modern 
ring.  He  properly  considers  the  relation  of  wages  to  productivity  and 
continues  as  follows:  "We  continually  hear  of  the  disadvantage  under 
which  the  British  producer  labours,  both  in  foreign  markets  and  even  in 
his  own,  through  the  lower  wages  paid  by  his  foreign  rivals."9 

Both  Senior  and  Mill  were  inclined  to  treat  the  deviations  of  price 
from  labor  time  as  relatively  infrequent  exceptions  to  the  Ricardian 
principle.  It  remained  for  Cairnes  to  show  that  prices  would  not  in 
general  be  proportionate  to  labor  time  because  wage  rates  would  differ 
from  industry  to  industry  and  that  the  pattern  of  trade  could  stray 
substantially  from  the  channel  it  would  follow  under  Ricardo's  as- 
sumptions. 

7  W.  Y.  Elliott  et  al.,  The  Political  Economy  of  American  Foreign  Policy,  1955, 
p.  63. 

8  The  Works  and  Correspondence  of  David  Ricardo  (Sraffa,  ed.),  1951-1952, 
vol.  I,  p.  137. 

9  J.  S.  Mill,  Principles  of  Political  Economy  (Ashley,  ed.),  1920,  pp.  680-687. 
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Cairnes  observed  that  there  are  obstacles  to  the  spread  of  a  wage 
increase  or  decrease,  that  the  labor  force  is  not  homogeneous,  and 
that  wage  rates  are  not  determined  by  the  competition  of  workers,  each 
with  all  the  others.  He  stressed  the  division  of  the  labor  force  into  a 
great  number  of  "non-competing  groups."10 

What  we  find,  in  effect,  is  not  a  whole  population  competing  indiscriminately 
for  all  occupations,  but  a  series  of  industrial  layers,  superposed  on  one  another, 
within  each  of  which  the  various  candidates  for  employment  possess  a  real 
and  effective  power  of  selection,  while  those  occupying  the  several  strata  are, 
for  all  purposes  of  effective  competition,  practically  isolated  from  each  other. 
...  I  am  far  from  contending  for  the  existence  of  any  hard  lines  of  demarkation 
between  any  categories  of  persons  in  this  country.  No  doubt  the  various  ranks 
and  classes  fade  into  each  other  by  imperceptible  gradations,  and  individuals 
from  all  classes  are  constantly  passing  up  or  dropping  down;  but  while  this  is 
so,  it  is  nevertheless  true  that  the  average  workman,  from  whatever  rank  he 
may  be  taken,  finds  his  power  of  competition  limited  for  practical  purposes  to 
a  certain  range  of  occupations,  so  that,  however  high  the  rates  of  remuneration 
in  those  which  lie  beyond  may  rise,  he  is  excluded  from  sharing  them.  We  are 
thus  compelled  to  recognize  the  existence  of  non-competing  industrial  groups 
as  a  feature  of  our  social  economy;   .   .  . 

By  means  of  the  concept  of  noncompeting  groups  Cairnes  was  enabled 
to  make  of  Mill's  exceptional  case  a  very  general  phenomenon.11 

Let  me  now  state  the  point  to  which  the  general  argument  has  been  carried. 
I  have  endeavored  to  show  that  a  rise  or  fall  of  wages  in  a  country,  so  far 
forth  as  it  is  general,  has  no  tendency  to  affect  the  course  of  foreign  trade:  a 
fall  in  the  general  rate  does  not  tend  to  an  extension  of  foreign  trade,  any 
more  than  a  rise  in  that  rate  necessitates  a  contraction.  On  the  other  hand,  I 
have  pointed  out  that,  where,  owing  to  the  existence  of  impediments  to  the 
action  of  free  industrial  competition,  partial  movements  in  the  rate  of  wages 
occur,  inasmuch  as  these  issue  in  a  change  of  relative  prices,  the  course  of 
foreign  trade  is  in  this  case  affected.   .   .  . 

The  doctrine  of  noncompeting  groups  thus  filled  a  gap  in  Mill's  earlier 
analysis;  it  explained  why  a  wage  change  in  one  industry  might  not 
become  general  and  so  could  affect  the  course  of  trade. 

Taussig  gave  extended  consideration  to  Cairnes's  criticism  of  the 
Ricardian  model,  but  he  was  inclined  to  minimize  its  importance.  De- 
fending Ricardo's  emphasis  upon  labor  time,  he  argued  that  there  are 
but  slight  differences  as  between  countries  in  the  structure  of  wage 
rates  because  each  country  has  about  the  same  sort  of  noncompeting 
groups.12 

10  J.  E.  Cairnes,  Some  Leading  Principles  of  Political  Economy  Newly  Expounded, 
1874,  pp.  66-68. 

11  Ibid.,  p.  334. 

12  F.  W.  Taussig,  International  Trade,  1927,  pp.  47-48,  56. 
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The  general  conclusion  thus  indicated  is  that  the  existence  of  non-competing 
groups  within  a  country  affects  international  trade  only  so  far  as  the  situation 
thus  engendered  is  peculiar  to  that  country.  If  the  groups  are  in  the  same 
relative  positions  in  the  exchanging  countries  as  regards  wages — if  the 
hierarchy,  so  to  speak,  is  arranged  on  the  same  plan  in  each — trade  takes 
place  exactly  as  if  it  were  governed  by  the  strict  and  simple  principle  of 
comparative  costs.  If  the  rate  of  wages  in  a  given  occupation  is  particularly 
low  in  one  country,  this  circumstance  will  affect  international  trade  exactly  as 
would  a  high  effectiveness  of  labor  in  that  country.  But  if  in  other  countries 
also  the  same  occupation  has  a  particularly  low  rate  of  wages,  international 
trade  will  not  be  affected.  The  coefficient  to  be  allowed  for  will  be  the  same 
all  around,  and  no  special  influence  on  trade  between  the  countries  will  be 
felt.  Trade  will  develop  as  it  would  if  prices  within  each  country  were 
governed  by  labor  costs  alone. 

.  .  .  Now,  in  the  occidental  countries — those  of  advanced  civilization  in  the 
Western  world — as  a  rule  the  stratification  of  industrial  groups  proceeds  on  the 
same  lines.  And  it  is  between  these  countries  that  the  principle  of  comparative 
costs  is  presumably  of  greatest  importance.  Since  differences  of  climatic  and 
physiographic  character  are  less  wide,  divergences  of  absolute  costs  are  less 
common  and  less  great,  and  the  limits  within  which  the  terms  of  exchange 
are  confined  not  so  far  apart.  And  in  the  Western  countries,  to  repeat,  we 
find  roughly  the  same  social  and  industrial  layers.  The  unskilled,  by  far  the 
most  numerous,  get  the  lowest  wages;  the  mechanics  and  well-trained  stand 
distinctly  higher;  and  so  upward.  This  being  the  case,  the  differences  in  money 
costs  between  countries  are  mainly  determined  by  differences  in  labor  costs; 
even  tho  within  each  country  this  factor  may  be  profoundly  modified. 

Trade  and  Capital  Costs 

Capital  costs  are  also  relevant,  but  Taussig  minimizes  the  degree  to 
which  capital  costs  affect  comparative  costs.  For  him  labor  costs  remain 
decisive.13 

The  general  proposition  to  which  this  series  of  illustrative  figures  points 
is  that  interest  on  capital  acts  on  international  trade  not  in  itself,  but  only  in 
so  far  as  it  operates  differently  on  different  commodities.  At  the  very  start 
it  is  obvious  that  an  interest  charge,  added  uniformly  to  the  expenses  of 
production,  brings  no  alteration  in  relative  prices,  since  it  acts  equally  on 
all  commodities.  Nor  does  an  interest  charge  have  an  effect  simply  because 
it  is  at  a  different  rate  in  the  two  countries — higher  in  one  than  in  the  other. 
If  within  each  it  acts  uniformly  thruout,  it  leaves  the  relations  between  the 
countries  undisturbed.  Further:  an  interest  charge  does  not  alter  conditions 
for  trade,  even  tho  it  act  on  one  commodity  only,  provided  it  acts  on  that 
commodity  in  the  same  way  in  both  countries.  The  same  is  true  (illustration 
in  figures  may  be  spared)  if  the  interest  charge  instead  of  being  absent  on 
one  article  while  present  on  another,  is  merely  greater  on  one  than  on  another. 

13  Ibid.,  chap.  7,  p.  65. 
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If  the  difference  is  the  same  in  both  countries,  international  trade  goes  on  in 
the  same  way  as  if  this  factor  had  not  entered. 

But  the  circumstance  that  the  rate  of  interest  is  higher  or  lower  in  a 
country  does  have  an  effect  when  the  needed  capital  equipment  is  greater  for 
one  commodity  than  for  another.  It  bears  more  on  those  commodities  which 
are  made  with  much  capital,  making  them  relatively  higher  in  price  in  the 
country  where  there  is  a  higher  rate  of  interest  and  a  higher  interest  charge, 
lower  in  a  country  where  there  is  a  lower  rate. 

A  low  rate  of  return  on  capital,  then,  tends  to  give  to  a  country  a  com- 
parative advantage  (i.e.  the  equivalent  of  one)  for  those  goods  which  are 
made  with  much  capital;  these  tend  to  be  exported  from  it.  A  high  rate  of 
interest  is  correspondingly  a  handicap  on  the  export  of  these  same  goods,  a 
stimulus  to  their  import.  To  put  it  in  a  more  concrete  way,  a  country  in  which 
capital  has  accumulated  in  large  amounts  and  in  which  the  investors  are 
content  with  a  low  rate  of  return,  tends  to  export  articles  which  are  made 
with  much  plant,  and  with  raw  materials  which  it  takes  time  to  produce 
and  transport;  whereas  a  country  in  which  accumulation  is  smaller  and  the 
interest  rate  is  higher,  tends  to  import  such  articles.  High  or  low  interest  does 
not  in  itself  act  as  an  independent  factor;  it  exercises  an  influence  of  its  own 
only  so  far  as  it  enters  to  greater  degree  in  one  commodity  than  in  another. [14] 

The  quantitative  importance  of  the  capital  charge  factor  in  international 
trade  is  probably  not  great.  As  the  whole  tenor  of  the  preceding  exposition 
indicates,  the  range  of  its  influence  is  restricted  to  a  special  set  of  circum- 
stances. Within  that  range,  its  influence  is  further  limited  by  the  absence  of 
wide  inequalities  in  the  rate  of  return  on  capital.  Interest,  while  it  does  vary 
somewhat  from  country  to  country,  does  not  vary  widely  between  the  leading 
countries  of  western  civilization;  and  it  is  in  the  trade  between  these,  and  in 
the  competition  between  them  for  trade  with  other  countries,  that  the  interest 
factor  is  most  likely  to  enter  with  its  independent  and  special  effects. [15] 

The  Degree  of  Modification  of  Labor-cost  Theory 

By  taking  into  account  money  wages  and  capital  costs  as  variables 
that  affect  the  pattern  of  specialization  and  export  and  import  trade  and 
cause  it  to  deviate  from  that  suggested  by  a  concentration  on  labor 
time,  Taussig  moved  the  theory  of  international  trade  closer  to  an 
acceptable  explanation  of  the  real  world.  But  he  underestimated  the  dif- 
ference made,  and  I  believe  that  even  Professor  Viner,  in  support  of 
Taussig,  similarly  does  not  acknowledge  the  degree  to  which  the  labor- 
cost  theory  has  been  undermined.16 

It  would  not  be  seriously  contended  by  anyone  today — if  ever — that  the 
doctrine  of  comparative  costs  in  terms  of  labor  costs  lays  down  an  exact  and 

14  Ibid.,  pp.  65-66. 

15  Ibid.,  p.  67. 

16  J.  Viner,  Studies  in  the  Theory  of  International  Trade,  1937,  pp.  512-514. 
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universally  applicable  rule  of  policy,  any  deviation  from  which  necessarily 
involves  national  loss.  It  could  still  be  held  that  the  doctrine  provides  a 
generally  valid  rule  of  policy,  to  be  departed  from  only  upon  clear  demonstra- 
tion in  particular  instances  that  there  exist  special  circumstances  which  make 
the  rule  inapplicable  in  those  circumstances,  if  for  most  products  entering  into 
foreign  trade  wages  costs  were  so  predominant  a  part  of  the  total  costs  that 
the  differences  as  between  different  products  in  the  percentages  of  wages 
costs  to  total  costs  were  narrowly  limited  in  range.   .   .   . 

The  plight  of  the  comparative-cost  doctrine  appears  still  less  serious,  more- 
over, if  it  is  granted,  as  I  believe  it  must  be,  that  a  real-cost  theory  of  value 
should  provide  for  real  capital  costs  as  well  as  for  labor  costs.  If  interest 
charges  are  different  fractions  of  total  expenses  in  different  industries,  then 
if  money  costs  were  to  be  proportional  to  real  costs  they  could  not  be 
proportional  to  labor  costs  alone.  Specialization  in  accordance  with  money 
costs  may  still  be  in  conformity  with  real  costs  if  these  include  both  labor  and 
capital  costs,  even  when  it  is  clearly  not  in  conformity  with  labor  costs  alone. 
The  logical  difficulty  for  the  doctrine  of  comparative  costs  created  by  interest 
charges  is  not  that  they  can  be  shown  to  result  in  a  deviation  of  money  costs 
from  real  costs,  but  rather  that  there  is  no  satisfactory  way  of  showing  whether 
money  costs  which  include  both  wages  and  interest  costs  do  or  do  not  con- 
form to  real  costs. 


CHAPTER  4 

Empirical  Aspects  of  Comparative  Costs 


Price  competition  is  what  counts  in  international  trade.  When  Ricardo 
estimates  what  one  day's  labor  will  produce  in  units  of  wine  or  cloth, 
he  omits  consideration  of  many  important  variables. 

What,  for  example,  determines  that  product  A  rather  than  B  becomes 
an  export  commodity?  Certainly  an  answer  cannot  be  given  by  the  fact 
that  one  day's  labor  produces  more  of  A  than  B.  When  Ricardo  said  that 
80  days'  labor  in  Portugal  would  produce  X  of  wine  and  90  days'  labor 
Y  of  cloth  and  in  England  120  and  100  days  of  labor,  respectively,  were 
required,  he  implicitly  included  capital  costs  as  part  of  labor  costs. 
Taussig  admits  that  when  an  industry  uses  much  capital  and  rates  of 
interest  are  lower  than  abroad,  then  comparative  costs  are  influenced. 
Despite  the  great  authority  of  Viner's  name  in  this  field  and  his  view 
to  the  contrary,  I  suggest  that  the  amount  of  capital  per  worker  varies 
greatly  and  is  an  important  consideration. 

Nor  is  the  problem  treated  adequately  when  the  costs  of  capital  are 
reduced  to  interest  charges.  We  must  also  consider  the  total  cost  of 
producing,  of  keeping  up,  and  of  replacing  the  capital  as  well  as  the 
power  to  use  it.  These  costs  are  likely  to  be  much  more  important  than 
the  rate  of  interest  charged.  What  is  also  relevant  is  the  availability 
of  capital.  What  helps  to  account  for  high  productivity  in  the  United 
States  is  partly  the  consequence  of  an  ample  supply  of  capital.1  For  ex- 
ample, Rostas  has  found  that  for  thirty-one  sample  industries,  productivity 
in  the  United  States  ( output  per  head )  for  the  years  1935  to  1939  was  214 
to  223  and  per  man-hour,  284  to  290  (United  Kingdom  =  100).  These 
large  differences  in  productivity  ( in  1939  the  maximum  was  wireless  sets, 
348,  and  the  minimum,  cement,  101 )  are  to  be  explained  by  such  factors 
as  (1)  management,  (2)  extent  of  the  market,  (3)  economies  (e.g., 
satellite  industries  and  responsive  labor  market),  (4)  size  of  the 
business  unit  or  plant,  (5)  availability  of  external  economies,  (6)  amount 

1  Cf.  L.  Rostas,  Comparative  Productivity  in  British  and  American  Industry,  1948, 
pp.  2-4,  14-17. 
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of  capital  (inclusive  of  age  of  equipment)  and  effectiveness  of  use  of 
capital  (layout  of  plant,  programming  of  output),  (7)  use  of  power,  (8) 
economies  in  use  of  raw  materials,  (9)  research,  (10)  institutional 
factors  (e.g.,  taxation),  (11)  natural  conditions  (rich  coal  veins  in 
the  United  States),  and  (12)  standardization.  These  are  all  relevant, 
though  Rostas  has  found  that  the  correlations  of  horsepower  used,  size 
of  plant,  or  size  of  market  with  differences  in  output  per  man  are  not  so 
great  as  is  generally  assumed.2 

Of  these  factors  that  account  for  differences  in  man-day  or  man-hour 
output,  many  might  be  subsumed  under  labor  costs,  but  not  labor  time. 
But  others,  such  as  management,  differences  in  the  amount  of  capital 
used,  and  variations  in  resources,  are  not  easily  tied  down  to  labor  costs. 
Or  to  put  it  another  way:  When  we  include  in  labor  costs  the  effects  of 
management,  of  the  use  of  capital,  etc.,  on  man-hour  output,  we  are 
linking  to  labor  cost  much  that  is  not  properly  associated  with  labor. 

Graham  Hutton  has  conducted  a  careful  survey  of  productivity  in 
the  United  States  and  the  United  Kingdom,  based  largely  on  the 
numerous  studies  of  the  Anglo-American  Council  on  Productivity 
(AACP)  under  the  sponsorship  of  the  European  Cooperation  Ad- 
ministration (EGA).  He  concludes  that  the  differing  trends  of  produc- 
tivity in  the  United  Kingdom  and  the  United  States  are  the  joint  result 
of  numerous  factors,  but  he  emphasizes  especially  management,  the  use 
of  machinery,  education,  labor  attitudes,  and  institutional  factors  (taxa- 
tion, freedom  of  markets).  There  obviously  is,  in  the  United  States,  a 
greater  amount  of  indirect  labor  used,  much  more  emphasis  on  the 
contribution  of  management,  a  greater  use  of  machinery  and  power.  All 
these  contributions  are  not  adequately  treated  as  labor  costs.3 

The  position  is  summarized  as  follows.4  Mr.  Hutton  finds: 

1.  That  there  is  no  peculiarly  American  "secret"  of  high  industrial  pro- 
ductivity; 

2.  that  the  principles  and  practices  behind  it  are  familiar,  hut  are  carried 
out  in  better  ways; 

3.  that  they  can  be  carried  out  just  as  productively  in  any  other  country 
with  good  management,  good  human  work,  and  good  equipment,  but  to  pro- 
duce finished  goods  which  need  not  be  like  American  goods;  and 

4.  that  the  only  real  problem  of  productivity  is  that  of  securing  the  degree 
of  "goodness"  of  management,  human  work,  and  equipment. 

An  example  of  the  influence  of  nonlabor  costs  on  productivity  is  the 
British  brickmaking  industry.  As  Hutton  describes  the  situation:5 

2  Ibid.,  especially  pp.  27-30  and  chap.  5. 

3  G.  Hutton,  We  Too  Can  Prosper,  1953. 

4  Ibid.,  pp.  207-208. 

5  Ibid., -p.  214. 
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The  brick-making  industry  in  Britain  has  been  short  of  labour  for  over  ten 
years.  In  1951  it  reached  a  total  output  only  five-sixths  of  its  pre-war  volume. 
But  the  London  Brick  Company — which  is  responsible  for  about  30%  of  the 
country's  output  of  bricks — that  year,  on  a  number  of  days,  managed  to 
recapture  its  pre-war  daily  output  with  800  fewer  workers,  and  therefore  with 
a  gain  of  17%  in  productivity  over  the  1938  figure.  This  was  obtained  by  much 
more  mechanization,  especiallv  of  operations  involving  handling  of  bricks, 
which  lightened  the  load  of  the  labour  employed.  The  increase  in  mechaniza- 
tion offset  the  reduction  in  human  labour  available. 

Of  course,  productivity  figures  are  one  thing  and  prices  another.  One 
has  to  take  into  account  differences  in  wage  rates,  imperfections  in  the 
market,  and  many  other  considerations  if  one  is  to  reduce  productivity 
totals  to  price  comparisons.  In  an  excellent  survey  of  the  relation  of 
comparative  costs,  prices,  and  exports  during  the  prewar  period,  Mac- 
Dougall  showed  that,  in  general,  the  relative  command  of  export  markets 
by  British  and  American  producers  was  what  might  be  expected,  con- 
sidering the  higher  man-hour  output  in  American  factories  and  balancing 
it  against  the  somewhat  higher  indirect  labor  costs  of  American  industry, 
higher  wages  in  the  United  States  (2.0  to  2.2  times  as  high  as  in  Britain), 
and  restrictions  on  trade.  He  found  that  when  output  per  worker  was 
more  than  twice  British  output  (as,  for  example,  in  tin  cans  and  motor 
cars),  the  price  of  exports  was  lower  in  the  United  States  and  the 
volume  of  American  exports  ranged  from  1.0  to  7.6  times  that  of  the 
United  Kingdom.  But  when  United  States  output  per  worker  was  less 
than  twice  that  of  the  United  Kingdom  (as,  for  example,  in  coke  and 
woolens ) ,  the  British  prices  were  lower  and  United  States  exports  ranged 
from  Y10  of  1  per  cent  (woolen  and  worsted  goods)  to  47  per  cent 
(cigarettes)  of  British  exports.  But  especially  significant  is  the  fact  that 
even  in  manufacturing,  the  variations  in  relative  wages  as  between  the 
two  countries  were  large  and  hence  greatly  influenced  the  structure  of  ex- 
port trade.  These  figures  may,  of  course,  reflect  differences  in  the  hier- 
archies of  labor,  in  the  structure  of  the  labor  force.  In  any  case,  they 
suggest  that  differences  in  wages  affect  comparative  costs  much  more 
than  suggested  by  Taussig  or  Viner. 

Some  of  MacDougall's  results  are  presented  in  Table  4-1.  It  will  be 
noted  that  there  is  no  clear  correlation  between  high  relative  wages  in 
the  United  States  and  large  exports  by  the  industry  paying  them.  Taussig, 
it  will  be  recalled,  argued  that  the  high-wage  industries  are  generally 
export  industries.  Also  note  that  the  ratio  of  United  States  to  United 
Kingdom  wages  (column  2)  varied  by  as  much  as  75  per  cent.6 

In  an  important  article,  however,  Professor  Kravis  showed  that  wages 

6  G.  D.  A.  MacDougall,  "British  and  American  Exports:  A  Study  Suggested  by 
the  Theory  of  Comparative  Costs,"  Economic  Journal,  1951,  pt.  I,  especially  pp. 
697-720. 
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Table   4-1.    Output,   Wage    Costs,    and   Exports,    United   States    and    United 

Kingdom,  1937-1938 


Pig  iron 

Motor  cars 

Machinery 

Glass  containers 

Paper 

Cigarettes 

Leather  footwear 

Hosiery 

Cotton  spinning  and  weaving .  . 

Beer 

Cement 

Woolen  and  worsted 

Men's  and  boys'  outer  clothing 
of  wool 


United  States-United  Kingdom  ratio 


Output  per 
worker, 
prewar 

(1) 


3.6 
3.1 
2.7 
2.4 
2.2 
1.7 
1.4 
1.8 
1.5 
2.0 
1.1 
1.35 

1.25 


Weekly 

dollar 

earnings, 

October,  1938 

(2) 


1.5 
2.0 
1.9 
2.0 
2.0 
1.5 
1.5 
1.9 
1.7 
2.6 
1.7 
2.0 

2.3 


(2)  *•  (1) 

Wage  costs 

per  unit  of 

output 

(3) 


0.4 
0.6 
0.7 
0.8 
0.9 
0.9 
1.1 
1.1 


1.5 


Quantity 

of 

exports, 

1937 

(4) 


5.1 

4.3 

1.5 

3.5 

1.0 

0.47 

0.32 

0.30 

0.11 

0.056 

0.091 

0.004 

0.044 


source:  Economic  Journal,  1951,  p.  707. 

tend  to  be  higher  in  export  than  in  all  industries  and  than  in  import- 
competing  industries.  This  study  lends  some  support  to  the  Senior- 
Taussig  position,  though  it  might  be  noted  that  the  differences  are  not 
large  in  manufacturing  and  services  are  omitted.  In  part,  the  higher 
wages  in  export  industries  arise  because  exports  come  disproportionately 
from  the  highly  productive  durable-goods  industries.  It  will  be  noted, 
for  example,  that  whereas  hourly  wages  in  manufacturing  in  1947 
(weighted  by  man-hours)  were  $1,252,  for  leading  export  industries  the 
figure  was  $1,290,  for  leading  import-competing  industries,  $1,245,  and 
for  vulnerable  (unweighted)  industries,  8  cents  below  the  general 
average.  Leading  export  industries  in  mining  paid  $1,605  as  against 
$1,395  for  leading  import-competing  industries.  The  differences  are 
significant  in  manufacturing,  substantial  in  mining  and  all  commodity- 
producing  sectors,  and  not  very  significant  in  agriculture.7 

In  1955,  an  American  economist  compared  productivity  in  American 
and  British  industry — this  time  for  the  year  1947  in  the  United  States 
and  1948  for  the  United  Kingdom.  His  survey  shows  clearly  how  difficult 

7 1.  B.  Kravis,  "Wages  and  Foreign  Trade,"  The  Review  of  Economics  and 
Statistics,  February,  1956,  pp.  14-30 
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Table   4-2.    Hourly   Earnings   in   Various   Groups   of  Manufacturing,   Mining, 
and  Agricultural  Industries,  1947 


Industry  group 


Manufacturing 

Leading  export  industries 

Secondary  export  leaders 

Leading  import-competing  indus- 
tries   

Vulnerable  commodities 

Industries    with    highly     dutiable 

imports 

Mineral 

Leading  export  industries 

Leading  import-competing  indus- 
tries   

Agricultural 

Leading  export  industries 

Leading  import-competing  indus- 
tries   

All  commodity-producing  sectors: 

All  leading  export  industries 

All  leading  import-competing  in- 
dustries*   


No.  of 
industries 


328 
46 
54 

36 
24 

21 

22 

3 

7 
15 


55 
52 


Average  hourly  earnings,  dollars 


Un- 
weighted 


1.216 
1.306 
1.256 

1.213 
1.13 

1.123 

1.591 

1.277 

1.252 

1.230 

1.327 

1.224 


Weighted  by 


Man- 
hours 

1.252 
1.290 
1.257 

1.245 


1.605 
1.395 
0.975 
0.966 


1947 
trade 


1.321 
1.283 

1.143 
1.16 


1.614 
1.310 
1.269 
0.999 


1952 
trade 


1.177   1.330 
1 .  107   1 .  149 


1.368 

1.272 
1.15 

1.163 

1.615 

1.331 

1.671 

1.018 

1.457 

1.225 


*  Includes  logging,  which  was  not  included  in  either  manufacturing  or  agriculture. 

it  is  to  account  for  the  variations  in  productivity.  Among  thirty  industries, 
variations  in  man-hour  output  range  from  4.97  for  tin  containers  in  the 
United  States  (Great  Britain  =  1.00)  to  0.69  for  manufactured  ice.  Dif- 
ferences in  the  relative  availability  of  natural  resources  are  noted,  and 
variations  in  the  size  of  market  and  in  the  size  of  plant  are  compared. 
But  it  is  not  easy  to  find  a  consistent  relationship  between,  say,  dif- 
ferences in  productivity  and  the  size  of  the  market.  It  can  be  shown 
that  great  dependence  on  foreign  markets,  so  often  the  case  for  British 
output,  means  less  standardization  and  higher  unit  costs  because  output 
has  to  be  geared  to  the  differing  tastes  of  several  foreign  markets.  But 
plant  size  is  very  often  as  large  in  Great  Britain  as  in  the  United  States. 
Table  4-3  suggests  many  of  the  problems.8 

8  M.  Frankel,  "Anglo-American  Productivity  Differences:  Their  Magnitude  and 
Some  Causes,"  Proceedings  of  the  American  Economic  Association,  1955,  p.  95; 
also  see  a  discussion,  pp.  96-112. 
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Table  4-3.  Productivity  in  Thirty  British  and  American  Manufacturing 

Industries! 


Industry 


Tin  containers 

Cardboard  containers . 

Pig  iron 

Wool  yarn 

Radio  receiving  tubes . 

Cigarettes 

Wool  carpets  and  rugs 

Glass  containers 

Soap 

Paper  sacks 

Matches 

Ice  cream 

Animal  feeds 

Biscuits 

Malt  liquors 

Grain  milling 

Bicycles 

Rubber  tires 

Jute  yarn 

Sugar : 

U.S.  cane,  G.B.  beet 
U.S.  beet,  G.B.  beet 

Building  bricks 

Paint  brushes 

Cotton  piece  goods 

Boots  and  shoes 

Rope  and  twine 

Margarine 

Cement 

Razor  blades 

Cured  fish 

Manufactured  ice 


United  States-Great  Britain  ratio 


Physical 

output  per 

worker 


4.96 
4.20 
4.17 
4.03 
3.36 
3.25 
3.15 
2.87 
2.81 
2.71 
2.48 
2.11 
2.11 
2.04 
1.98 
1.94 
1.80 
1.76 
1.69 

1.66 
0.77 
1.66 
1.63 
1.62 
1.51 
1.51 
1.21 
1.15 
1.09 
0.95 
0.75 


Physical 
output  per 
man-hour 


4.97 
4.24 
4.91 
4.53 
3.74 
3.63 
3.28 
3.06 
2.89 
2.77 
2.59 
2.14 
2.06 
2.18 
1.98 
1.86 
1.88 
2.03 
1.77 

1.82 
0.85 
1.77 
1.74 
1.78 
1.67 
1.61 
1.23 
1.39 
1.12 
1.20 
0.69 


Size  of 
market 
(physical 
output) 


9.49 

11.75 
5.78 
2.52 

11.55 
3.80 
5.76 
5.73 
4.29 

10.61 
5.53 

28.24 
9.75 
3.29 
2.13 
2.59 
1.37 
6.98 


2.03 
0.67 
1.35 
2.65 
6.32 
4.30 
2.28 
0.81 
3.72 
2.80 
0.30 
41.27 


Size  of  establishment 


By 

number  of 
employees 


1.04 
0.94 
0.80 
1.27 
1.06 
2.77 
2.01 
1.58 
1.02 
1.81 
2.86 
0.73 
0.60 
0.76 
1.53 
0.82 

1.39 


1.96 
0.51 
0.95 

4.56 
1.42 
1.48 
0.52 
0.99 

1.08 
0.59 


By 

output 


5.43 
4.59 
3.42 
4.85 
5.58 
16.96 
6.04 
4.67 
2.45 
5.05 
7.06 
1.43 
1.28 
1.72 
2.40 
1.64 

2.64 


4.05 
0.46 
1.48 

7.64 
2.96 
1.94 
0.66 
1.06 

1.07 
0.46 


f  For  notes  and  sources,  see  original. 
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Anyone  who  has  followed  the  controversy  over  tariffs  will  find  that  the 
issue  frequently  hinges  on  a  comparison  of  greater  American  productivity 
with  the  percentage  excess  of  American  over  foreign  wage  rates.9  The 
industry  which  is  subjected  to  high  wages  in  this  country  and  does  not 
share  its  relatively  high  productivity  gets  into  difficulties.  This,  for  ex- 
ample, seems  to  be  the  problem  confronting  the  bicycle  industry  in  the 
United  States,  where  high  wages  are  not  offset  by  an  adequate  superiority 
in  productivity. 

So  far  we  have  stressed  the  importance  of  costs  that  are  not  closely 
associated  with  labor  time  or  even  labor  costs  and  yet  greatly  affect 
comparative  costs.  The  contributions  of  management,  of  the  amount  of 
capital  per  worker,  of  the  effectiveness  with  which  capital  is  used,  are 
of  tremendous  importance.  It  is  not  an  adequate  answer  to  say  that 
as  long  as  labor  income  is  two-thirds  of  total  income,  the  labor-cost 
version  of  comparative  costs  is  adequate.  It  is  essential  not  only  to 
explain  why,  since  World  War  II,  an  American  factory  worker  earns  $15 
a  day  and  a  British  worker  only  $5  or  $6  but  also  to  discover  how  this 
difference  can  be  reconciled  with  lower  unit  costs  in  the  United  States. 
Here  we  must  consider  the  contributions  of  capital,  management,  in- 
stitutional factors,  etc.,  which  vary  greatly  among  countries  and,  within 
countries,  among  the  different  industries. 

Manufacturing  Labor  and  Other  Costs 

Classical  and  neoclassical  theory  scarcely  touches  on  some  crucial 
aspects  of  the  problem  of  comparative  costs.  It  concentrates  on  manu- 
facturing labor  costs.  Yet  wages  in  manufacturing  are  less  than  20  per 
cent  of  total  export  costs.  Furthermore,  the  price  to  the  consumer  of 
an  imported  product  may  be  from  three  to  five  times  this  export  price. 
( The  Swiss  watchwork  costing  $4  sells  in  the  American  market  for  $25. ) 
The  major  additions  to  price  are  selling  costs. 

To  give  some  statistical  meaning  to  these  issues,  Table  4-4  is  presented. 

The  reader  will  note  that  wage  costs  are  but  40  per  cent  of  value 
added  and  a  mere  16  per  cent  of  the  value  of  the  product.  By  com- 
parison, salaries  are  also  of  importance,  though  in  varying  degrees:  6 
cents,  or  7  per  cent  of  wages,  in  liquors  and  24.2  cents,  or  27  per  cent  of 
wages,  in  the  highly  productive  tire  industry.  Again,  wages  seem  to  be 
high  when  the  proportion  of  salary  costs  per  man-hour  to  wage  costs 
tends  to  be  large. 

Even  within  the  same  industry,  large  differences  emerge  in  important 
variables.  Thus  in  motor  vehicles  hourly  wages  are  84  per  cent  above 
those  in  automobile  trailers;  cost  of  materials,  two  to  three  times  as 
high;  value  added  per  man-hour,  81  per  cent  more;  and  electrical  energy 

9  Cf.  Chap.  16. 
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Table  4-4.  Selected  Industries:  Various  Costs,  Value  of  Product,  Value  Added, 
Electrical  Energy  Used,  and  Horsepower  per  Wage  Earner,  1939 


Per  wage-earner  man-hour 

Horse- 

Industry 

Wage 
earn- 
ings, 
cents 

Salary 
costs, 
cents 

Cost  of 
mate- 
rials, 

dollars 

Prime 

cost, 

dollars 

Value, 
prod- 
ucts, 

dollars 

Value 
added, 
dollars 

Elec- 
trical 
energy 
used, 
kwhr 

power 

per 

wage 

earner 

61.2 

65.2 
50.9 
84.7 
44.1 
73.0 
93.3 
63.4 
82.4 
62.3 

90.0 

14.1 
18.2 
24.3 
6.0 
6.9 
19.9 
24.2 
13.1 
13.5 
12.7 

15.8 
11.4 

2.23 

7.65 
10.02 
2.21 
0.99 
2.25 
3.64 
0.78 
2.68 
0.71 

3.81 
1.59 

3.09 
8.49 
10.77 
3.32 
1.50 
3.18 
4.81 
1.54 
3.64 
1.46 

4.86 
2.20 

3.88 
10.17 
13.11 
7.11 
1.85 
4.08 
6.04 
1.88 
4.39 
1.86 

5.63 

2.61 

1.55 
2.52 
3.09 
4.90 
0.86 
1.83 
2.40 
1.10 
1.71 
1.15 

1.83 
1.02 

6.01 
5.33 
6.27 
4.65 
3.53 
7.25 

11.12 
2.50 

12.79 
2.00 

3.48 
0.38 

7.66 

8.97 

17.44 

8.59 

3.32 

Rubber  industries 

Tires  and  inner  tubes 

Rubber  boots  and  shoes 

7.96 

9.77 

4.26 

22.52 

Iron  foundries 

Motor  vehicles  and  bodies,  parts, 

4.56 
5.61 

49.0 

1.12 

source;  Adapted  from  U.S.  Census, 
Manufacturing,  1939,  March,  1942. 


Man-hour  Statistics  for  171  Selected  Industries,"  Census  of 


used  ( kilowatthours )  per  man-hour,  nine  times  as  great.  Obviously, 
effectiveness  in  international  competition  depends  in  no  small  part  upon 
labor  costs,  but  there  are  other  important  costs  which  affect  the  result, 
and  labor  costs  in  turn  are  to  be  explained  by  indirect  labor  used 
(salaries ),  the  contribution  of  management  and  capital. 

Wage  rates,  the  cost  of  capital  (rate  of  interest,  depreciation,  and 
amortization),  and  output  per  man-hour,  influenced  in  turn  by  manage- 
ment and  the  contribution  of  capital,  are  not  the  only  factors  that 
determine  what  is  exported  or  imported.  A  tax  system,  for  example,  may 
increase  the  costs  of  some  otherwise  exportable  commodities  more  than 
it  does  others.  In  1955,  the  British  Government  reduced  its  purchase  tax 
on  textiles  in  order  to  stimulate  textile,  exports,  which  were  confronted 
with  increased  competition  abroad.  In  some  countries,  export  taxes  are 
levied  to  force  the  foreigner  to  pay  a  higher  price,  to  discourage  ex- 
ports, or  to  absorb  part  of  the  gains  of  the  domestic  sellers.  Or  a  govern- 
ment monopoly  might  be  introduced  to  raise  prices,  as  in  the  Argentine 
through  the  control  of  wheat  prices  in  the  postwar  period.  These  policies 
obviously  affect  export  structure. 

Again,  distribution  costs,  inclusive  of  markups,  may  vary.  Whereas  a 
consideration  of  production  costs  may  point  to  exports  of  machine  tools 
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from  Great  Britain  and  only  domestic  sales  of  textiles,  it  is  conceivable 
that  distribution  costs  inclusive  of  margins  may  be  so  much  higher  on 
Great  Britain's  machine  tools  than  the  corresponding  charges  abroad  that 
textiles  rather  than  machine  tools  may  be  exported  from  Great  Britain.10 

This  discriminatory  application  of  commercial  policy  and  of  exchange 
control  will  also  affect  the  pattern  of  trade.  So  will  political  and  historic 
alliances.  MacDougall  points  out  that  America  exports  less  to  the 
members  of  the  British  Commonwealth  than  might  be  expected  on  the 
basis  of  man-hour  output  and  wage  studies,  and  more  to  nonmembers. 
Some  of  this  difference  he  attributes  to  the  operations  of  imperial 
preference,  the  system  of  tariff  concessions  that  members  of  the  Com- 
monwealth grant  to  one  another  and  not  to  outsiders.  But  the  greater 
part  of  the  United  States'  disadvantage  in  Commonwealth  markets  he 
attributes  to  "commercial  ties  and  other  non-price  factors"  and  to  market 
imperfections.11 

As  this  book  goes  to  press,  a  recent  article  by  Dr.  Kravis  comes  to  my 
attention.  In  this  discussion  Kravis  contends  that  the  composition  of 
trade  is  not  greatly  influenced  by  varying  wage  structure,  a  study  that 
lends  some  support  to  Taussig's  position.  For  example,  he  compares  the 
wages  in  twenty  industries  in  Japan  and  the  United  States.  In  Table  4-5, 

Table  4-5 


Industry 


Textile  and  mill  products 

Apparel 

Leather 

Lumber  and  wood 

Printing  and  publishing 

Chemicals 

Fabricated  metals 

Machinery  (except  electrical) 
Primary  metals 


United  States 


5 

3 

4 
2 

17 
13 

12 
16 

18 


source:  I.  B.  Kravis,   "Influences  on  the  Commodity  Composition  of  Trade,'1 
The  Journal  of  Political  Economy,  April,  1956,  p.  145. 


for  example,  are  the  rankings  of  hourly  earnings  ( 1  =  lowest )  for  a 
number  of  crucial  industries  in  Japan  ( 1950-1951 )  and  the  United  States 
(1950). 

Kravis  also  casts  doubt  on  Leontief's  proposition  that  the  United  States 
is  short  of  capital  rather  than  labor.  Leontief  had  shown  that  the  labor 
content  of  United  States  exports  is  7  per  cent  higher  and  capital  content 

10  L.  Tarshis,  Introduction  to  International  Trade  and  Finance,  1955,  pp.  138-139. 

11  MacDougall,  op.  cit.,  September,  1952,  pt.  II,  p.  511. 
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18  per  cent  lower  than  for  United  States  imports.  In  particular,  Kravis 
notes  the  large  amount  of  United  States  capital  exported  abroad,  which 
provides  foreign  countries  with  goods  equal  to  half  the  United  States 
imports,  and  to  a  considerable  extent  this  output  is  exported  to  the 
United  States.  These  capital  exports  do  not  suggest  a  shortage  of  United 
States  capital. 

On  the  whole,  Kravis  suggests  productivity  ( in  relation  to  wage  rates ) 
and  technological  gains,  inclusive  of  availability  of  new  products,  as  the 
major  determinants  of  the  composition  of  exports.  On  the  last,  the 
relative    growth    of    exports    in    categories    3    and    4    (in    Table    4-6) 

Table    4-6.    Percentage    of    United    States    Exports,    1899,    1929,    and    1952 


1.  Tobacco,  textiles  and  apparel,  leather  and  leather  products 

2.  Miscellaneous,  food  and  beverages,  stone,  clay,  and  paper. . 

3.  Chemicals,  rubber,  metal  machinery  and  instruments 

4.  Printing,  transportation  equipment,  and  petroleum  and  coal 


1899      1929      1952 


14.4 
43.7 
31.5 
10.4 


11.9  10.6 

19.5  13.2 

36.8  !  54.9 

31.8  I  21.3 


source:  I.  B.  Kravis,  "Influences  on  the  Commodity  Composition  of  Trade," 
The  Journal  of  Political  Economy,  April,  1956,  p.  152. 

and  declines  in  1  and  2  are  especially  relevant,  though  there  also  were 
large  gains  in  relative  imports  in  categories  3  and  4  (from  21  to  44  and 
1  to  6.3  per  cent  over  the  fifty-two  years )  .12 

12  J.  Tinbergen's  excellent  little  book  International  Economic  Integration,  1954, 
includes  not  only  some  useful  simple  models  but  also  empirical  data  of  relevance 
for  problems  discussed  in  this  chapter. 


CHAPTER  5 

The  Role  of  Demand,  the  Terms  of  Trade, 
and  the  Gains  from  Trade 


Mill  on  the  Role  of  Demand  and  the  Terms  of  Trade 

Our  survey  of  the  theory  of  international  trade  has  thus  far  been  con- 
cerned exclusively  with  the  role  of  costs  in  setting  the  pattern  of 
specialization  and  trade.  We  have  now  to  examine  the  part  which 
demand  conditions  have  to  play  in  the  theory. 

The  classic  approach  to  this  problem  is  that  of  John  Stuart  Mill.  Mill 
was  concerned  to  discover  the  manner  in  which  the  terms  of  trade,  the 
quantity  of  exports  given  for  imports,  are  established.  Neither  Ricardo 
nor  his  immediate  successors  had  dealt  with  this  problem.  They  tried 
only  to  describe  the  conditions  which  give  rise  to  trade,  and  their 
analysis  was  sufficient  only  to  demonstrate  the  limits  within  which  the 
terms  of  trade  would  lie;  goods  would  be  exchanged  in  a  ratio  some- 
where between  the  pretrade  cost  ratios  of  the  trading  countries. 

According  to  Mill,  the  exchange  value  of  the  two  commodities  traded 
will  be  so  adjusted  by  the  play  of  demand  in  both  countries  that  the 
exports  of  each  country  will  just  pay  for  its  imports.1 

The  value,  then,  in  any  country,  of  a  foreign  commodity,  depends  on  the 
quantity  of  home  produce  which  must  be  given  to  the  foreign  country  in 
exchange  for  it.  In  other  words,  the  values  of  foreign  commodities  depend  on 
the  terms  of  international  exchange.  What,  then,  do  these  depend  upon? 
What  is  it  which,  in  the  case  supposed,  causes  a  pipe  of  wine  from  Spain  to 
be  exchanged  with  England  for  exactly  that  quantity  of  cloth?  We  have  seen 
that  it  is  not  their  cost  of  production.  If  the  cloth  and  the  wine  were  both 
made  in  Spain,  they  would  exchange  at  their  cost  of  production  in  Spain; 
if  they  were  both  made  in  England,  they  would  exchange  at  their  cost  of 
production  in  England:  but  all  the  cloth  being  made  in  England,  and  all  the 
wine  in  Spain,  they  are  in  circumstances  to  which  we  have  already  determined 
that  the  law  of  cost  of  production  is  not  applicable.  We  must  accordingly,  as 

1  J.  S.  Mill,  Principles  of  Political  Economy  (Ashley,  ed. ),  1920,  chap.  18. 
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we  have  done  before  in  a  similar  embarrassment,  fall  back  upon  an  antecedent 
law,  that  of  supply  and  demand:  and  in  this  we  shall  again  find  the  solution  of 
our  difficulty.121 

When  the  trade  is  established  between  the  two  countries,  the  two  com- 
modities will  exchange  for  each  other  at  the  same  rate  of  interchange  in  both 
countries — bating  the  cost  of  carriage,  of  which,  for  the  present,  it  will  be 
more  convenient  to  omit  the  consideration.  Supposing,  therefore,  for  the  sake 
of  argument,  that  the  carriage  of  the  commodities  from  one  country  to  the 
other  could  be  effected  without  labour  and  without  cost,  no  sooner  would  the 
trade  be  opened  than  the  value  of  the  two  commodities,  estimated  in  each 
other,  would  come  to  a  level  in  both  countries. 

Suppose  that  10  yards  of  broadcloth  cost  in  England  as  much  labour  as 
15  yards  of  linen,  and  in  Germany  as  much  as  20.  In  common  with  most  of 
my  predecessors,  I  find  it  advisable,  in  these  intricate  investigations,  to  give 
distinctness  and  fixity  to  the  conception  by  numerical  examples.  These  ex- 
amples must  sometimes,  as  in  the  present  case,  be  purely  supposititious.  I 
should  have  preferred  real  ones;  but  all  that  is  essential  is,  that  the  numbers 
should  be  such  as  admit  of  being  easily  followed  through  the  subsequent 
combinations  into  which  they  enter. 

This  supposition  then  being  made,  it  would  be  the  interest  of  England  to 
import  linen  from  Germany,  and  of  Germany  to  import  cloth  from  England. 
When  each  country  produced  both  commodities  for  itself,  10  yards  of  cloth 
exchanged  for  15  yards  of  linen  in  England,  and  for  20  in  Germany.  They 
will  now  exchange  for  the  same  number  of  yards  of  linen  in  both.  For  what 
number?  If  for  15  yards,  England  will  be  just  as  she  was,  and  Germany  will 
gain  all.  If  for  20  yards,  Germany  will  be  as  before,  and  England  will  derive 
the  whole  of  the  benefit.  If  for  any  number  intermediate  between  15  and  20, 
the  advantage  will  be  shared  between  the  two  countries.  If,  for  example,  10 
yards  of  cloth  exchange  for  18  of  linen,  England  will  gain  an  advantage  of  3 
yards  on  every  15,  Germany  will  save  2  out  of  every  20.  The  problem  is, 
what  are  the  causes  which  determine  the  proportion  in  which  the  cloth  of 
England  and  the  linen  of  Germany  will  exchange  for  each  other. 

As  exchange  value,  in  this  case  as  in  every  other,  is  proverbially  fluctuating, 
it  does  not  matter  what  we  suppose  it  to  be  when  we  begin:  we  shall  soon 
see  whether  there  be  any  fixed  point  above  which  it  oscillates,  which  it  has 
a  tendency  always  to  approach  to,  and  to  remain  at.  Let  us  suppose,  then, 
that  by  the  effect  of  what  Adam  Smith  calls  the  higgling  of  the  market,  10 
yards  of  cloth  in  both  countries  exchange  for  17  yards  of  linen. 

The  demand  for  a  commodity,  that  is,  the  quantity  of  it  which  can  find 
a  purchaser,  varies,  as  we  have  before  remarked,  according  to  the  price.  In 
Germany  the  price  of  10  yards  of  cloth  is  now  17  yards  of  linen,  or  whatever 
quantity  of  money  is  equivalent  in  Germany  to  17  yards  of  linen.  Now,  that 
being  the  price,  there  is  some  particular  number  of  yards  of  cloth,  which  will 
be  in  demand,  or  will  find  purchasers,  at  that  price.  There  is  some  given 
quantity  of  cloth,  more  than  which  could  not  be  disposed  of  at  that  price; 

2  Ibid.,  p.  584. 
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less  than  which,  at  that  price,  would  not  fully  satisfy  the  demand.  Let  us 
suppose  this  quantity  to  be  1000  times  10  yards. 

Let  us  now  turn  our  attention  to  England.  There,  the  price  of  17  yards  of 
linen  is  10  yards  of  cloth,  or  whatever  quantity  of  money  is  equivalent  in 
England  to  10  yards  of  cloth.  There  is  some  particular  number  of  yards  of 
linen  which,  at  that  price,  will  exactly  satisfy  the  demand,  and  no  more.  Let 
us  suppose  that  this  number  is  1000  times  17  yards. 

As  17  yards  of  linen  are  to  10  yards  of  cloth,  so  are  1000  times  17  yards  to 
1000  times  10  yards.  At  the  existing  exchange  value,  the  linen  which  England 
requires  will  exactly  pay  for  the  quantity  of  cloth  which,  on  the  same  terms  of 
interchange,  Germany  requires.  The  demand  on  each  side  is  precisely  suffi- 
cient to  carry  off  the  supply  on  the  other.  The  conditions  required  by  the 
principle  of  demand  and  supply  are  fulfilled,  and  the  two  commodities  will 
continue  to  be  interchanged,  as  we  supposed  them  to  be,  in  the  ratio  of  17 
yards  of  linen  for  10  yards  of  cloth. 

But  our  suppositions  might  have  been  different.  Suppose  that,  at  the  as- 
sumed rate  of  interchange,  England  has  been  disposed  to  consume  no  greater 
quantity  of  linen  than  800  times  17  yards:  it  is  evident  that,  at  the  rate  sup- 
posed, this  would  not  have  sufficed  to  pay  for  the  1000  times  10  yards  of 
cloth  which  we  have  supposed  Germany  to  require  at  the  assumed  value. 
Germany  would  be  able  to  procure  no  more  than  800  times  10  yards  at  that 
price.  To  procure  the  remaining  200,  which  she  would  have  no  means  of 
doing  but  by  bidding  higher  for  them,  she  would  offer  more  than  17  yards 
of  linen  in  exchange  for  10  yards  of  cloth:  let  us  suppose  her  to  offer  18.  At 
this  price,  perhaps,  England  would  be  inclined  to  purchase  a  greater  quantity 
of  linen.  She  would  consume,  possibly,  at  that  price,  900  times  18  yards.  On 
the  other  hand,  cloth  having  risen  in  price,  the  demand  of  Germany  for  it 
would  probably  have  diminished.  If,  instead  of  1000  times  10  yards,  she  is 
now  contented  with  900  times  10  yards,  these  will  exactly  pay  for  the  900 
times  18  yards  of  linen  which  England  is  willing  to  take  at  the  altered  price: 
the  demand  on  each  side  will  again  exactly  suffice  to  take  off  the  correspond- 
ing supply;  and  10  yards  for  18  will  be  the  rate  at  which,  in  both  countries, 
cloth  will  exchange  for  linen. [3] 

It  may  be  considered,  therefore,  as  established,  that  when  two  countries 
trade  together  in  two  commodities,  the  exchange  value  of  these  commodities 
relatively  to  each  other  will  adjust  itself  to  the  inclinations  and  circumstances 
of  the  consumers  on  both  sides,  in  such  manner  that  the  quantities  required 
by  each  country,  of  the  articles  which  it  imports  from  its  neighbour,  shall  be 
exactly  sufficient  to  pay  for  one  another.  As  the  inclination  and  circumstances 
of  consumers  cannot  be  reduced  to  any  rule,  so  neither  can  the  proportions  in 
which  the  two  commodities  will  be  interchanged.  We  know  that  the  limits, 
within  which  the  variation  is  confined,  are  the  ratio  between  their  costs  of 
production  in  the  one  country,  and  the  ratio  between  their  costs  of  production 
in  the  other.  Ten  yards  of  cloth  cannot  exchange  for  more  than  20  yards  of 
linen,  nor  for  less  than  15.  But  they  may  exchange  for  any  intermediate  num- 

3  Ibid.,  pp.  584-586. 
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ber.  The  ratios,  therefore,  in  which  the  advantage  of  the  trade  may  be 
divided  between  the  two  nations  are  various.  The  circumstances  on  which 
the  proportionate  share  of  each  country  more  remotely  depends,  admit  only 
of  a  very  general  indication. 

It  is  even  possible  to  conceive  an  extreme  case,  in  which  the  whole  of  the 
advantage  resulting  from  the  interchange  would  be  reaped  by  one  party,  the 
other  country  gaining  nothing  at  all.  There  is  no  absurdity  in  the  hypothesis 
that,  of  some  given  commodity,  a  certain  quantity  is  all  that  is  wanted  at 
any  price;  and  that,  when  the  quantity  is  obtained,  no  fall  in  the  exchange 
value  would  induce  other  consumers  to  come  forward,  or  those  who  are  al- 
ready supplied  to  take  more.[4] 

More  Complex  Cases 

Mill  also  discusses  the  difference  made  by  the  cost  of  transportation 
and  considers  cases  involving  more  than  two  commodities  and  more  than 
two  countries.  He  concludes  that  one  cannot  say  how  the  costs  of 
transportation  will  be  distributed  but  adds  that  a  country  will  export  the 
commodities  in  which  it  has  the  largest  advantage  and  import  those  in 
which  it  has  the  largest  disadvantage;  in  between  there  are  many 
commodities  which  will  not  be  traded  because  the  potential  gain  from 
trade  would  be  absorbed  by  transportation  costs.5 

It  is  in  his  discussion  of  trade  in  more  than  two  commodities  that  Mill 
especially  stresses  the  relevance  of  reciprocal  demand.6 

If  we  now  superadd  coals  or  cottons  on  the  side  of  England,  and  wine  or  corn, 
or  timber,  on  the  side  of  Germany,  it  will  make  no  difference  in  the  principle. 
The  exports  of  each  country  must  exactly  pay  for  the  imports;  meaning  now 
the  aggregate  exports  and  imports,  not  those  of  particular  commodities  taken 
singly.  The  produce  of  fifty  days'  English  labour,  whether  in  cloth,  coals, 
iron,  or  any  other  exports,  will  exchange  for  the  produce  of  forty,  or  fifty,  or 
sixty  days'  German  labour,  in  linen,  wine,  corn,  or  timber,  according  to  the 
international  demand.  There  is  some  proportion  at  which  the  demand  of  the 
two  countries  for  each  other's  products  will  exactly  correspond:  so  that  the 
things  supplied  by  England  to  Germany  will  be  completely  paid  for,  and  no 
more,  by  those  supplied  by  Germany  to  England.  This  accordingly  will  be  the 
ratio  in  which  the  produce  of  English  and  the  produce  of  German  labour  will 
exchange  for  one  another. 

If,  therefore,  it  be  asked  what  country  draws  to  itself  the  greatest  share 
of  the  advantage  of  any  trade  it  carries  on,  the  answer  is,  the  country  for 
whose  productions  there  is  in  other  countries  the  greatest  demand,  and  a 
demand  the  most  susceptible  of  increase  from  additional  cheapness.  In  so  far 
as  the  productions  of  any  country  possess  this  property,  the  country  obtains  all 
foreign  commodities  at  less  cost.  It  gets  its  imports  cheaper,  the  greater  the 

4  Ibid.,  p.  587. 

5  Ibid.,  pp.  588-589;  for  some  reservations  here  see  J.  Viner,  Studies  in  the  Theory 
of  International  Trade,  1937,  pp.  440-441. 

"Ibid.,  pp.  590-591. 
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intensity  of  the  demand  in  foreign  countries  for  its  exports.  It  also  gets  its 
imports  cheaper,  the  less  the  extent  and  intensity  of  its  own  demand  for  them. 
The  market  is  cheapest  to  those  whose  demand  is  small.  A  country  which 
desires  few  foreign  productions,  and  only  a  limited  quantity  of  them,  while 
its  own  commodities  are  in  great  request  in  foreign  countries,  will  obtain  its 
limited  imports  at  extremely  small  cost,  that  is,  in  exchange  for  the  produce 
of  a  very  small  quantity  of  its  labour  and  capital. 

Mill  was  among  the  first  to  extend  the  theory  of  international  trade 
to  more  than  two  countries,  though  many  economists  have  since  done 
so.7  Mill  shows  that  with  the  introduction  of  a  third  country  interested 
in  purchasing  British  exports,  the  terms  of  trade  become  more  favorable 
to  Great  Britain,  even  if  the  third  country  does  not  produce  commodities 
which  the  British  want.8 

Lastly,  having  introduced  more  than  the  original  two  commodities  into  the 
hypothesis,  let  us  also  introduce  more  than  the  original  two  countries.  After 
the  demand  of  England  for  the  linen  of  Germany  has  raised  the  rate  of  inter- 
change to  10  yards  of  cloth  for  16  of  linen,  suppose  a  trade  opened  between 
England  and  some  other  country  which  also  exports  linen.  And  let  us  suppose 
that,  if  England  had  no  trade  but  with  the  third  country,  the  play  of  inter- 
national demand  would  enable  her  to  obtain  from  it,  for  10  yards  of  cloth  or 
its  equivalent,  17  yards  of  linen.  She  evidently  would  not  go  on  buying  linen 
from  Germany  at  the  former  rate:  Germany  would  be  undersold,  and  must 
consent  to  give  17  yards,  like  the  other  country.  In  this  case,  the  circum- 
stances of  production  and  of  demand  in  the  third  country  are  supposed  to  be 
in  themselves  more  advantageous  to  England  than  the  circumstances  of  Ger- 
many; but  this  supposition  is  not  necessary:  we  might  suppose  that  if  the 
trade  with  Germany  did  not  exist,  England  would  be  obliged  to  give  to  the 
other  country  the  same  advantageous  terms  which  she  gives  to  Germany;  10 
yards  of  cloth  for  16,  or  even  less  than  16,  of  linen.  Even  so,  the  opening  of 
the  third  country  makes  a  great  difference  in  favour  of  England.  There  is  now 
a  double  market  for  English  export,  while  the  demand  of  England  for  linen 
is  only  what  it  was  before.  This  necessarily  obtains  for  England  more  advan- 
tageous terms  of  interchange.  The  two  countries,  requiring  much  more  of  her 
produce  than  was  required  by  either  alone,  must,  in  order  to  obtain  it,  force 
an  increased  demand  for  their  exports,  by  offering  them  at  a  lower  value. 

It  deserves  notice,  that  this  effect  in  favour  of  England  from  the  opening 
of  another  market  for  her  exports,  will  equally  be  produced  even  though  the 
country  from  which  the  demand  comes  should  have  nothing  to  sell  which 
England  is  willing  to  take.  Suppose  that  the  third  country,  though  requiring 
cloth  or  iron  from  England,  produces  no  linen,  nor  any  other  article  which  is 
in  demand  there.  She  however  produces  exportable  articles,  or  she  would  have 
no   means   of  paying   for   imports:    her  exports,   though  not  suitable  to   the 

7  Cf.  F.  W.  Taussig,  International  Trade,  1927,  pp.  97-107;  Viner,  op.  cit.,  pp. 
462-467. 

8  Mill,  op.  cit.,  pp.  591-593. 
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English  consumer,  can  find  a  market  somewhere.  As  we  are  only  supposing 
three  countries,  we  must  assume  her  to  find  this  market  in  Germany,  and  to 
pay  for  what  she  imports  from  England  by  orders  on  her  German  customers. 
Germany,  therefore,  besides  having  to  pay  for  her  own  imports,  now  owes  a 
debt  to  England  on  account  of  the  third  country,  and  the  means  for  both 
purposes  must  be  derived  from  her  exportable  produce.  She  must  therefore 
tender  that  produce  to  England  on  terms  sufficiently  favourable  to  force  a 
demand  equivalent  to  this  double  debt.  Everything  will  take  place  precisely 
as  if  the  third  country  had  bought  German  produce  with  her  own  goods,  and 
offered  that  produce  to  England  in  exchange  for  hers.  There  is  an  increased 
demand  for  English  goods,  for  which  German  goods  have  to  furnish  the  pay- 
ment; and  this  can  be  done  by  forcing  an  increased  demand  for  them 
in  England,  that  is,  by  lowering  their  value.  Thus  an  increase  of  demand  for 
a  country's  exports  in  any  foreign  country  enables  her  to  obtain  more  cheaply 
even  those  imports  which  she  procures  from  other  quarters.  And  conversely, 
an  increase  of  her  own  demand  for  any  foreign  commodity  compels  her, 
ceteris  paribus,  to  pay  dearer  for  all  foreign  commodities. 

The  law  which  we  have  now  illustrated,  may  be  appropriately  named,  the 
jEc]uation  of  International. -Demand,  It  may  be  concisely  stated  as  follows. 
The  produce  of  a  country  exchanges  for  the  produce  of  other  countries,  at 
such  values  as  are  required  in  order  that  the  whole  of  her  exports  may  ex- 
actly pay  for  the  whole  of  her  imports.  This  law  of  International  Valuesjs  but 
an  extension  of  the  more  general  law  of  ValueT^whicTTwe  called  the  Equation 
of  Supply  and  Demand.  We  have  seen  that  the  value  of  a  commodity  always 
so  adjusts  itself  as  to  bring  the  demand  to  the  exact  level  of  the  supply.  But 
all  trade,  either  between  nations  or  individuals,  is  an  interchange  of  com- 
modities, in  which  the  things  that  they  respectively  have  to  sell  constitute  also 
their  means  of  purchase:  the  supply  brought  by  the  one  constitutes  his  de- 
mand for  what  is  brought  by  the  other.  So  that  supply  and  demand  are  but 
another  expression  for  reciprocal  demand:  and  to  say  that  value  will  adjust 
itself  so  as  to  equalize  demand  with  supply,  is  in  fact  to  say  that  it  will  adjust 
itself  so  as  to  equalize  the  demand  on  one  side  for  the  demand  on  the  other. 

Measuring  the  Gains  from  Trade 

The  reader  will  note  that  Mill  measures  the  gain  from  trade  by  the 
extent  to  which  the  equilibrium  terms  of  trade  diverge  from  the  domes- 
tic-cost ratio.  He  supposes  that  an  increase  in  the  difference  between  the 
terms  of  trade  and  the  domestic-cost  ratio  implies  an  increase  in  the 
gains  from  trade  and  that  its  contrary  implies  a  diminution  of  the  gains 
from  trade. 

As  the  technique  of  making  index  numbers  had  not  been  greatly 
developed  in  the  first  half  of  the  nineteenth  century,  Mill  and  the 
other  classical  economists  did  not  compare  the  prices  of  all  exports  and 
imports  as  a  measure  of  the  gains  from  trade.  But  by  concentrating  on 
the  quantities  traded,  they  were,  in  fact,  comparing  variables  that  we 
study  through  a  comparison  of  export  and  import  prices. 
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It  was  to  devise  such  a  measure  of  the  gains  from  trade  that  Mill  first 
considered  the  role  of  demand.  He  sought  to  show  how  the  gains  from 
trade  were  divided  between  the  trading  countries  by  way  of  the  effect 
of  demand  conditions  on  the  terms  of  trade.  But  Mill's  analysis,  both  of 
the  determination  of  the  terms  of  trade  and  of  the  gains  from  trade,  was 
severely  criticized. 

Marshall  pointed  out  that  supply  conditions  also  affect  the  terms  of 
trade.  He  argued  that  "...  the  elasticity  of  her  effective  demand  for 
foreign  goods  is  governed  not  only  by  her  wealth  and  the  elasticity 
of  the  desires  of  her  population  for  them;  but  also  by  her  ability  to 
adjust  the  supplies  of  her  own  goods  of  various  kinds  to  the  demands 
of  foreign  markets."  He  then  went  on  to  comment  on  Mill's  point  that 
large  countries  gain  less  from  trade  than  poor  countries  because  the 
demand  of  the  former  for  foreign  commodities  is  greater  and  hence 
the  terms  of  exchange  are  modified  to  their  disadvantage.9  Agreeing  that 
small  countries,  being  most  dependent  on  foreign  trade,  gain  more  for 
this  reason,  Marshall  nevertheless  observes  that  the  rich  country  can 
pioneer  in  new  goods,  can  profit  from  extensive  and  well-organized  com- 
mercial relations,  "need  not  push  any  one  variety  of  any  product  on  a 
market  which  shows  signs  of  being  glutted  with  that  variety,"  and  "has 
the  better  opportunities  for  adapting  her  output  to  the  receptivity  of 
various  markets  than  the  poor  one  is  likely  to  have."10  (This  might  have 
been  written  by  one  explaining  the  phenomenon  of  dollar  shortage  in 
1955.) 

It  is  practically  certain  that  the  demands  of  each  of  Ricardo's  two  countries 
for  the  goods  in  general  of  the  other  would  have  considerable  elasticity  under 
modern  industrial  conditions,  even  if  E  and  G  were  single  countries  whose 
sole  trade  was  with  one  another.  And  if  we  take  E  to  be  a  large  and  rich 
commercial  country,  while  G  stands  for  all  foreign  countries,  this  certainty 
becomes  absolute.  For  E  is  quite  sure  to  export  a  great  many  things  which 
some  at  least  of  the  other  countries  could  forego  without  much  inconvenience: 
and  which  would  be  promptly  refused  if  offered  by  her  only  on  terms  con- 
siderably less  favourable  to  purchasers.  And,  on  the  other  hand,  E  is  quite 
sure  to  have  exports  which  can  find  increased  sales  in  some  countries,  at  least, 
if  she  offers  them  on  more  favourable  terms  to  purchasers.  Therefore  the 
world's  demand  for  E's  goods,  which  is  practically  unified  by  the  machinery 
of  modern  commerce  and  the  modern  money  market,  is  sure  to  rise  largely  if 
E  offers  her  goods  generally  on  terms  more  advantageous  to  purchasers;  and 
to  shrink  largely  if  E  endeavours  to  insist  on  terms  more  favourable  to  herself. 
And  E,  on  her  part,  is  sure  on  the  one  hand  to  import  many  things  from 
various  parts  of  the  world,  which  she  can  easily  forego,  if  the  terms  on  which 

9  Nicholson  and  Graham  later  supported  Mill's  position.  See  F.  D.  Graham,  "The 
Theory  of  International  Values  Reexamined,"  Quarterly  Journal  of  Economics,  1923, 
and  Viner,  op.  cit.,  pp.  448-449. 

10  A.  Marshall,  Money,  Credit  and  Commerce,  1923,  pp.  167-169. 
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they  are  sold  are  raised  against  her;  and  on  the  other  to  be  capable  of  turning 
to  fairly  good  use  many  things  which  are  offered  to  her  from  various  parts  of 
the  world,  if  they  were  offered  on  terms  rather  more  favourable  to  her  than 
at  present. 

Also,  those  human  resources  of  high  energy  and  varied  faculty,  aided  by  a 
large  supply  of  free  capital,  to  which  a  great  industrial  country  owes  her 
prosperity,  can  be  adapted  and  adjusted  with  comparative  ease  to  a  very 
large  range  of  wants  in  various  parts  of  the  world:  and,  if  she  needs  more 
imports,  her  demand  for  them  can  be  quickly  made  effective  by  an  increase 
of  her  exports,  which  will  give  her  direct  or  indirect  command  over  the  things 
which  she  needs,  without  moving  the  terms  of  trade  considerably  against  her. 
The  fact  that  most  of  her  products  have  to  run  the  gauntlet  of  close  competi- 
tion before  they  can  be  sold  at  all,  indicates  that  there  is  probably  a  large 
volume  of  foreign  demand,  which  she  can  master,  if  her  own  demand  for 
foreign  goods  rises.  And,  if,  on  the  other  hand,  the  reception  of  her  exports 
by  foreign  markets  should  become  less  favourable  to  her,  she  has  generally  no 
very  great  difficulty  in  turning  a  part  of  the  resources,  with  which  she  had 
produced  her  exports,  to  good  account  in  meeting  domestic  demand  for  other 
products  of  like  character.11 

-^ 
More  than  one  way  of  measuring  the  terms  of  trade  is  possible.  The 

simplest  is  to  compare  the  prices  of  exports  and  imports.  Another  is  to 
compare  the  total  value  of  exports  and  imports.  This  latter  comparison, 
proposed  by  Taussig  and  called  by  him  the  "gross  barter"  terms  of  trade, 
includes  extraneous  elements;  a  country  exporting  much  capital  will  tend 
to  show  unfavorable  terms  of  trade,  for  the  capital  exports  would  be 
reflected  in  additional  exports.  A  third  approach  is  one  suggested  by 
Viner  but  used  by  some  of  the  older  economists,  namely,  the  double 
factoral  terms  of  trade,  which  measure  "the  number  of  units  of  the 
productive  services  of  the  foreign  country  whose  product  exchanged 
for  the  product  of  one  unit  of  the  productive  services  of  your  own 
country."12  Thus  it  is  probably  true  that  in  1955  United  States  exports 
cost  less  in  labor,  management,  and  capital  relative  to  our  imports  than 
they  did  in,  say,  1913.  A  unit  of  American  resources  commands  in  trade 
more  foreign  resources,  so  that  our  double  factoral  terms  of  trade  have 
improved. 

With  Mill,  many  people  assume  that  if  a  country's  commodity  terms 
of  trade  improve  (export  prices  rise  relative  to  import  prices),  the 
country  gains  more  from  trade.  This  is  a  great  oversimplification,  how- 
ever, and  may  be  misleading.  One  must  take  into  account  not  only  the 
commodity  terms  of  trade  but  also  the  total  volume  of  trade.  It  is  possible 
for  a  country  to  achieve  a  great  improvement  in  its  terms  of  trade  and 

11  Ibid.,  pp.  171-172. 

12  See  especially  ibid.,  chaps.  6-10;  Taussig,  op.  cit.,  chaps.  13,  21;  G.  Haberler, 
The  Theory  of  International  Trade,  1936,  pp.  159-169;  and  Viner,  op.  cit.,  pp.  319- 
322,  535-570. 
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yet  to  suffer  large  losses  because  it  prices  itself  out  of  the  market.  In  the 
interwar  period  the  British  improved  their  terms  of  trade  greatly,  in 
large  part  because  of  oversupply  of  exports  of  foods  and  raw  materials 
from  underdeveloped  countries.  The  impoverished  agricultural  countries 
offered  their  goods  at  very  low  prices,  but  the  result  was  that  the  British 
exports  dropped  drastically  because  the  agricultural  countries,  her  most 
important  customers,  had  greatly  to  contract  their  imports.  It  is  not  at 
all  clear  that  she  made  a  net  gain;  she  certainly  did  not  make  a  gain 
proportionate  to  the  increased  cheapness  of  her  imports.  At  times  since 
World  War  II,  the  United  Kingdom  suffered  a  deterioration  in  her  terms 
of  trade,  but  a  large  part  of  the  losses  was  recouped  because  customers 
in  the  outer  sterling  area  could  now  buy  more  British  goods.  Again,  by 
imposing  restrictions  on  imports,  a  country  can  often  improve  her  terms 
of  trade,  but  any  such  success  is  to  be  put  against  the  losses  resulting 
from  reduced  trade  and  malallocation  of  the  factors  of  production. 

In  all  discussions  of  the  gains  of  trade,  it  is  necessary  to  consider  also 
the  causes  of  alterations  in  the  commodity  terms  of  trade.  Thus  the 
United  States  terms  of  trade  may  deteriorate  because  of  large  gains  in 
productivity  reflected  in  reduced  export  prices.  (Actually  the  United 
States  in  the  forties  and  fifties  tended  to  absorb  its  gains  in  higher  in- 
comes rather  than  in  reduced  prices.)  At  any  rate,  a  deterioration  as- 
sociated with  increased  productivity  is  to  be  differentiated  from  one 
caused  by  a  loss  of  markets  abroad,  from  one  caused  by  increased  im- 
port prices  due  to  increasing  unit  costs  abroad,  or  from  one  caused  by 
a  rise  in  the  demand  for  imports. 

The  case  for  using  Viner's  double  factoral  terms  of  trade  rests  upon 
the  relevance  of  costs  as  a  measure  of  the  terms  of  trade.  In  other  words, 
when  the  loss  in  commodity  terms  is  the  result  of  increased  productivity, 
the  factoral  terms  of  trade  should  not  reveal  a  deterioration.  Un- 
fortunately the  statistical  problems  raised  in  using  this  measure  are 
almost  insuperable. 

Elsewhere,  we  discuss  the  problems  of  exchange  depreciation.  Here 
we  should  note  that  through  exchange  depreciation,  authorities  seek  a 
balancing  of  international  accounts  and /or  a  rise  of  employment.  Some 
deterioration  in  the  terms  of  trade  is  likely  to  accompany  depreciation. 
In  the  thirties  the  deterioration  was  substantial  for  countries  de- 
preciating but  in  the  late  forties  and  fifties  much  less.13  With  supply 
elasticities  high  in  the  depreciating  country  and  demand  elasticities  high 
abroad,  the  required  deterioration  in  the  terms  of  trade  should,  ceteris 
paribus,  be  small.  A  small  reduction  in  export  prices  would  elicit  a  large 
response  in  sales  abroad.  This  was  suggested  by  Marshall  in  the  passage 
quoted  above.  What  is  important  to  note  here  is  that  even  if  the  terms 

13  See  Chap.  15. 
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of  trade  deteriorate,  it  does  not  follow  that  the  gains  from  trade  are 
reduced:  first,  because  the  volume  of  trade  may  rise;  second,  because  an 
improved  balance  of  payments  allows  the  authorities  to  relax  monetary 
and  fiscal  restraints  on  domestic  activity,  demand  increases,  and  em- 
ployment and  output  rise. 

A  final  point  relates  to  the  measurement  of  the  terms  of  trade.  Com- 
parisons over  long  periods  of  time  may  be  vitiated  because  of  the  diffi- 
culties inherent  in  measuring  price  changes  when  the  basket  of  goods 
to  be  measured  changes  greatly.  What,  in  the  end,  have  we  measured? 
To  some  extent  this  difficulty  can  be  overcome  by  comparing  prices  two 
years  at  a  time,  changing  weights  gradually  from  year  to  year. 

An  instance  of  the  difficulties  involved  is  the  common  contention  that 
over  the  last  fifty  to  seventy-five  years  the  terms  of  trade  have  improved 
for  developed  as  against  underdeveloped  countries.  The  explanation  of 
this  deterioration  has  been  held  to  be  inelastic  supply  conditions  in 
agricultural  countries — they  respond  to  reduced  prices  by  producing 
more  and  offering  more  abroad — and  an  inelastic  demand  for  raw 
materials  and  food  in  developed  countries — they  can  cut  output  with 
relative  ease  and  do  without  a  substantial  part  of  imports.  In  reply,  others 
have  stressed  the  difficulties  of  measuring  price  changes  over  so  long  a 
period.14 

14  United  Nations,  Relative  Prices  of  Exports  and  Imports  of  Under-developed 
Countries,  1949;  Relative  Prices  of  Primary  Products  and  Manufactures  in  Inter- 
national Trade,  1953;  cf.,  however,  Commodity  Trade  and  Economic  Development, 
1953,  pp.  11-12,  and  C.  Kindleberger,  "German  Terms  of  Trade  by  Commodity 
Classes  and  Areas,"  Review  of  Economics  and  Statistics,  May,  1954,  pp.  167-174, 
and  "Industrial  Europe's  Terms  of  Trade  on  Current  Account,  1870-1953,"  Economic 
Journal,  March,  1955,  pp.  19-35;  also  see  R.  E.  Baldwin,  "Secular  Movements  in 
the  Terms  of  Trade,"  Papers  and  Proceedings  of  the  American  Economic  Association, 
1955,  pp.  259-269,  for  a  discussion  of  the  limited  meaning  of  terms  of  trade  measure- 
ment of  welfare  and  some  of  the  difficulties  of  measurement.  Professor  Kindleberger 
shows  the  relevance  of  prices  of  services  and  also  the  need  for  distinguishing  among 
industrial  countries. 


CHAPTER  6 

The  Synthesis:  International  Trade 
and  General  Equilibrium 


The  Forerunners 

While  Taussig  and,  later,  Viner  were  working  to  improve  the  Ricardian 
analysis,  other  economists  had  begun  to  shunt  the  theory  of  international 
trade  onto  a  new  track.  Among  the  first  of  these  was  Alfred  Marshall, 
who  sought,  first,  to  improve  upon  the  classical  use  of  labor  time  as  a 
measure  of  costs  and,  second,  to  combine  Mill's  analysis  of  demand 
with  the  older  analysis  of  supply. 

Marshall,  like  Ricardo,  was  concerned  to  express  the  costs  of  pro- 
duction and  the  gains  from  trade  in  real  terms,  as  effort  and  abstinence. 
It  was  for  this  reason  that  Ricardo  had  measured  the  value  of  com- 
modities in  terms  of  labor  time.  "But,"  wrote  Marshall,  "it  seems  better 
to  suppose  either  country  to  make  up  her  exports  into  representative 
bales;  that  is,  bales  each  of  which  represents  uniform  aggregate  invest- 
ments of  her  labour  (of  various  qualities)  and  of  her  capital."1  As  the 
bale  corresponds  to  a  fixed  input  of  labor  and  capital,  an  increase  in 
the  effectiveness  of  either  input  or,  in  general,  a  reduction  of  costs  would 
cause  the  size  of  the  bale,  reckoned  in  exportable  goods,  to  expand. 

To  treat  the  exchange  between  two  countries  (E  and  G),  Marshall 
had  them  exchange  bales.  He  assumed  that  each  country  in  turn  would 
press  the  commodities  in  strongest  demand  abroad,  relative  to  its  costs 
of  production,  thus  marketing  to  the  best  advantage.  Beyond  a  certain 
point,  it  would  become  profitable  to  market  a  second  commodity,  and 
so  on.  Obviously  the  concept  of  the  bale  avoids  one  of  the  difficulties  in- 
volved in  two-commodity  examples,  that  country  E,  say,  could  achieve 
better  terms  by  substituting  for  the  export  good  initially  traded  some 
other  good  or  a  combination  of  goods.  By  permitting  the  commodity 
composition  of  the  bale  to  vary,  as  a  result  both  of  technological  changes 
and  of  equilibrating  adjustments,  with  individual  goods  shifting  from 

1  A.  Marshall,  Money,  Credit  and  Commerce,  1933,  p.  157. 
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export  to  nonexport  or  import  and  vice  versa,  Marshall  was  able  to  treat 
complex  phenomena  quite  simply.2  i* 

Marshall   laid   great  stress   upon  the  joint  operation   of  supply  and 
demand  as  the  determinants  of  the  structure  of  international  trade.3 

But  in  the  general  trade  between  two  countries  neither  can  be  specially  associ- 
ated either  with  demand  or  with  supply.  The  demand  of  each  has  its  origin  in 
the  desires  of  her  people  to  obtain  certain  goods  from  abroad;  and  her  supply 
has  its  origin  in  her  facilities  for  producing  things  which  the  people  of  other 
countries  desire.  But  her  demand  is,  in  general,  effective  in  causing  trade,  only 
in  so  far  as  it  is  backed  by  her  supply  of  appropriate  goods;  and  her  supply 
is  active,  only  in  so  far  as  she  has  a  demand  for  foreign  goods. 

Marshall  illustrates  the  trading  possibilities  by  Table  6-1.4 

Table  6-1 


Schedule  of  terms  on  which  E  is  willing 

Schedule  of  terms  on  which  G 

to  trade 

is  willing 

to  trade 

No.  of 
E  bales 

No.  of  G  bales 
per  100  E  bales 
at  which  E  will 
part  with  those 
in(l) 

Total  no.  of 

G  bales  for  which 

E  is  willing  to 

part  with  those 

in(l) 

No.  of  G  bales 
per  100  E  bales 
at  which  G  will 
buy  those  in  (1) 

Total  no.  of 
G  bales  which  G 
is  willing  to  give 
for  those  in  (1) 

(1) 

(2) 

(3) 

(4) 

(5) 

10,000 

10 

1,000 

230 

23,000 

20 , 000 

20 

4,000 

175 

35,000 

30,000 

30 

9,000 

143 

42 , 900 

40,000 

35 

14,000 

122 

48,800 

50,000 

.40 

20,000 

108 

54,000 

60,000 

46 

27,600 

95 

57,000 

70,000 

55 

38,500 

86 

60,200 

80,000 
Q0_  000 

68 

78 

54,400 
70,200 
83,000 

82^ 
78 

66,000 
70  200 

— s\J-f  UUU 

100,000 

83 

1  o 

76 

76^000 

110,000 

86 

94,600 

74^ 

81,950 

120,000 

88K 

106,200 

73% 

88,500 

Consider  the  first  row  of  the  table.  Country  E  is  prepared  to  offer 
10,000  E  bales  (column  1)  for  1,000  G  bales  (column  3).  But  country 
G  would  be  prepared  to  give  23,000  G  bales  for  10,000  E  bales  ( column 
5).  The  supply  of  G  bales  would  be  in  excess  of  the  demand.  Consider 
now  the  final  row  of  the  table.  Country  E  would  be  willing  to  offer 
120,000  E  bales  for  106,200  G  bales.  But  country  G  would  be  prepared 

2  G.  Haberler,  The  Theory  of  International  Trade,  1936,  pp.  10-11. 

3  Marshall,  op.  cit.,  pp.  157-161. 

4  Ibid.,  p.  162. 
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to  give  only  88,500  G  bales  for  120,000  E  bales.  The  demand  for  G  bales 
would  be  in  excess  of  the  supply.  When,  however,  country  E  is  prepared 
to  offer  90,000  E  bales  and  to  take  in  trade  70,200  G  bales,  an  equilibrium 
will  have  been  achieved,  for  country  G  is  prepared  to  offer  precisely 
70,200  G  bales  for  90,000  E  bales,  so  that  the  market  for  E  bales  and 
the  market  for  G  bales  will  be  simultaneously  cleared.  The  ratio  of  ex- 
change ( columns  2  and  4 )  will  settle  at  100  E  for  78  G  bales,,  terms  of 
trade  more  favorable  to  E  than  those  at  the  top  of  the  table  and  less 
favorable  than  those  toward  the  bottom. 

The  schedules  given  by  Marshall  are  like  ordinary  supply-and-demand 
schedules.  As  the  price  of  G  bales  in  terms  of  E  bales  falls — as  we 
travel  down  column  2 — E's  demand  for  G  bales  rises  relative  to  the 
supply  of  G  bales  until,  at  the  end  of  the  column,  it  is  in  substantial 
excess  of  the  supply.  They  are,  in  fact,  reciprocal  demand  schedules  and 
are  frequently  given  graphic  representation  (and  called  "offer  curves"). 
Like  ordinary  supply-and-demand  curves,  each  point  on  these  schedules 
is  a  point  of  potential  equilibrium.  But  a  movement  along  one  of  these 
curves  presupposes  that  the  economy  of  the  relevant  country  has  re- 
arranged its  internal  trade  to  conform  to  the  new  equilibrium  conditions.5 

Marshall's  offer  curves  were  extensively  employed  by  later  economists, 
notably  by  Edgeworth,  to  examine  problems  in  commercial  policy.  But 
they  sometimes  seemed  to  conceal  more  than  they  revealed.  For  one 
thing,  there  were  subsumed  under  changes  in  the  commodity  com- 
position of  the  representative  bale  complex  changes  in  the  structure  of 
trade.  To  treat  these  changes  explicitly,  Edgeworth  introduced  still 
another  measure  of  costs,  the  unit  of  productive  forces,  a  combination 
of  labor,  capital,  and  other  inputs  that  go  into  the  production  of  a  com- 
modity. In  a  neat  presentation  based  on  earlier  work  by  Mangoldt, 
Edgeworth  then  considered  the  bearing  of  costs  on  the  composition  of 
a  country's  exports.  He  was,  of  course,  careful  to  point  out  that  some 
commodities  might  be  both  produced  at  home  and  imported  and  that 
one  must  also  consider  the  demand  of  each  country  for  the  different 
commodities  to  discover  which  would  be  exported.6 

In  his  Appendix  (Anmerkung)  On  the  Equation  of  International  Trade 
Mangoldt  begins  by  following  Mill's  arrangement,  dividing  the  subject  accord- 
ing as  the  demand  for  a  commodity  is,  or  is  not,  inversely  proportional  to  its 
price.  Under  the  first  head  Mangoldt  considers  first  the  case  of  two  variables, 
and  deduces  conclusions  substantially  identical  with  those  of  Mill,  in  usefully 
varied  language.  Mangoldt  then  goes  on  to  the  case  of  three  or  more  variables. 
He  discerns  the  general  proposition  that — cost  of  production  being  supposed 
constant  irrespective  of  quantity,  and  abstraction  being  made  of  cost  of  trans- 
port— if  trade  is  opened  between  two  countries,  the  commodities  previously 

5  Haberler,  loc.  cit. 

G  F.  Y.  Edgeworth,  Papers  Relating  to  Political  Economy,  1925,  vol.  II,  pp.  52-58. 
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produced  in  both  countries  will  now  fall  into  two  groups,  each  produced 
altogether  in  one  country;  the  rate  of  exchange  between  the  members  of  each 
group  inter  se  corresponding  to  the  cost  of  production  of  each  commodity 
(in  the  country  in  which  it  continues  to  be  produced),  and  the  relation  be- 
tween the  two  groups  being  determined  by  the  rate  of  exchange  between  the 
produce  of  a  unit  of  productive  force  in  one  country  and  that  of  a  similarly 
defined  unit  in  the  other  country.  This  simple  truth  Mangoldt  complicates  by 
positing  a  commodity  as  it  were  intermediate  between  the  two  groups,  which 
may  serve  as  a  measure  whereby  to  ascertain  from  which  of  the  countries  any 
particular  commodity  will  be  exported. 

The  following  construction  of  our  own  seems  to  give  the  substance  of 
Mangoldt's  expositions;  it  being  understood  that  the  substance,  as  the 
metaphysicians  say,  is  not  a  copy  of  its  manifestations.  Let  us  figure 
the  relation  between  the  costs  of  production  of  the  set  of  commodities 
in  Country  No.  I.  by  a  series  of  points  a,  b,  c,  etc.,  on  a  line,  any  one 
of  which  a  is  obtained  by  measuring  from  a  fixed  origin  o,  a  distance 
equal  to  the  logarithm  of  the  number  of  units  of  productive  force  which 
go  to  the  production  of  a  unit  of  that  commodity  in  Country  No.  I.  Let 
the  natural  values  of  the  commodities  in  Country  No.  II.  be  similarly 
designated  by  the  points  a',  b\  c',  etc.,  measured  from  o';  o'  being 
taken  so  that  oo  is  the  logarithm  of  the  number  of  units  of  productive 
force  in  Country  No.  II.  of  which  the  produce  is  equivalent  in  the  in- 
ternational market  to  the  produce  of  a  unit  of  productive  force  in 
Country  No.  I.  (log  v,  or  log  i/v  in  our  notation).  It  appears  at  once 
from  the  figure  that,  when  trade  has  been  established,  it  is  cheaper  for 
Country  No.  I.  to  import  a,  b',  and  c  than  to  produce  them;  and  to  produce 
d  and  e  than  to  export  them.m 

This  theory  brings  into  view  an  incident  which  is  apt  to  be  masked  as  long 
as  we  confine  ourselves  to  the  case  of  two  commodities,  the  classical  "cloth" 
and  "linen" — namely,  that  it  is  not  in  general  possible  to  determine  a  priori, 
from  a  mere  observation  of  the  costs  of  production  in  the  respective  countries 
before  the  opening  of  the  trade,  which  commodities  will  be  imported  and 
which  produced  at  home.  "Comparative  cost"  cannot  be  ascertained  by  simply 
comparing  the  costs  of  different  articles  in  the  two  countries.  Thus  if  o  in 
the  figure  be  pushed  up  a  little,  the  distances  o'a,  o'b' ,  etc.,  being  preserved 
constant,  C  will  become  an  export  (from  Country  No.  I.)  instead  of  an  im- 
port. But  the  position  of  o  depends  not  only  on  the  cost  of  production  in  each 
country,  but  also  on  the  law  of  demand  in  each  country  for  the  different 
commodities. [8] 

International  Trade  and  General-equilibrium  Analysis 

During  the  latter  part  of  the  nineteenth  and  into  the  twentieth  century 
considerable  interest  in  the  theory  of  general  equilibrium  developed  on 
the  Continent  of  Europe.  Most  often,  the  theory  of  general  equilibrium 

7  Ibid.,  pp.  53-54. 
Hhid.,  p.  55. 
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is  given  a  complex  mathematical  statement;  the  economic  system  is  de- 
scribed by  an  elaborate  set  of  equations.  But  the  fundamental  point  of 
general-equilibrium  theory  is  quite  simple.  It  is  argued  that  each  eco- 
nomic variable,  be  it  a  price  or  a  quantity,  is  dependent  upon  all  other 
variables  in  the  economic  system,  that  the  prices  and  amounts  of  com- 
modities, the  rewards  and  the  supplies  of  productive  services  are  simul- 
taneously determined. 

That  this  proposition  could  be  extended  to  an  international  economic 
system  seems  at  once  obvious,  but  its  extension  and  development  were 
tardy.  Little  work  was  done  until  after  World  War  I.  Then,  in  1933, 
there  appeared  two  works,  by  Bertil  Ohlin  and  by  Gottfried  Haberler, 
that  were,  in  essence,  theories  of  international  trade  embedded  in  general- 
equilibrium  systems.9  Each  had  the  virtue  that  it  explicitly  related  inter- 
national economic  equilibrium  to  domestic  economic  conditions  and  was 
much  more  general  than  the  labor-cost  doctrine  of  the  neoclassical 
theory. 

Ohlin10  lays  much  stress  upon  the  similarities  of  interregional  to  inter- 
national trade  and  ties  the  theory  of  international  trade  to  a  general- 
location  theory.11  He  supposes  each  country  (or  region)  to  be  endowed 
with  a  unique  set  of  factors  of  production  and  argues  that  countries  tend 
to  concentrate  on  the  industries  using  large  amounts  of  the  factors  that 
are  plentiful.  Plentitude  is,  of  course,  a  relative  matter;  a  factor  may  be 
available  in  huge  quantities,  but  the  demand  for  its  services  may  be  even 
greater. 

The  extensive  use  of  the  cheap  factors  of  production  gives  a  country  a 
comparative  advantage  in  the  production  of  certain  types  of  commodi- 
ties. Indeed,  a  country  is  supposed  by  Ohlin  to  export  commodities  that 
can  be  produced  by  its  abundant  factors  of  production  and  so  will  be 
relatively  cheap.  By  thus  relating  costs  to  the  supply  of  the  factors  and 
the  effectiveness  with  which  they  are  used,  Ohlin  provides  a  broader 
base  for  the  theory  of  international  trade  than  did  the  classical  and  neo- 
classical theories.  He  introduces  all  the  factors  and  relates  comparative 
costs  to  the  price  system,  to  factor  supply  and  factor  demand.  Ohlin  has 
no  trouble  dealing  with  noncompeting  groups;  he  simply  treats  quali- 
tatively different  types  of,  say,  labor  as  separate  factors  of  production. 

The  structure  of  trade  thus  depends  on  international  differences  in 
the  factor  endowments,  on  the  sizes  of  various  national  incomes,  and  on 

9  Pareto  had  dealt  with  the  problem  somewhat  earlier  but  in  no  great  detail,  and 
there  had  appeared,  in  1932,  Yntema's  Mathematical  Reformulation  of  the  General 
Theory  of  International  Trade,  another  general-equilibrium  analysis. 

10  B.  Ohlin,  Interregional  and  International  Trade,  1933. 

31  Haberler  observes  that  international-trade  theory  is  of  a  higher  order  of  ab- 
straction than  location  theory.  It  treats  separate  countries  or  regions  as  spaceless 
points  and  abstracts  from  interregional  transportation  costs.  Location  theory  em- 
phasizes space  and  operates  closer  to  reality.  Haberler,  op.  cil.,  p.  5. 
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the  direction  of  demand.  Once  trade  is  opened  between  a  country  (or 
region)  and  the  outside  world,  however,  the  initial  system  of  internal 
prices  will  be  modified.  Ohlin,  following  an  earlier  treatment  of  this 
matter  by  Heckscher,12  considered  these  modifications  at  length.  He 
pointed  out  that  foreign  trade  tends  to  raise  the  prices  of  factors  that  are 
relatively  plentiful  and  to  reduce  those  of  the  scarce  factors.13 

Let  us  take  first  a  very  abstract  and  simple  case,  where  only  two  regions 
and  two  factors,  which  we  may  call  labour  and  land,  are  considered.  The  region 
with  an  abundant  supply  of  land  but  a  scanty  supply  of  labour  finds  it 
advantageous  to  import  goods  requiring  much  labour  and  to  export  goods 
requiring  much  land,  as  they  can  be  more  cheaply  produced  "abroad."  Instead 
of  producing  goods  of  the  former  type,  the  industrial  agents  are  directed 
toward  industries  producing  the  latter.  Industries  which  use  great  quantities  of 
labour  are  reduced  or  disappear,  hence  the  demand  for  labour  is  diminished. 
Industries  which  use  great  quantities  of  land  expand,  therefore  the  demand 
for  land  is  increased.  Thus  the  scarcity  of  labour  is  reduced  and  that  of  land 
is  increased.  In  the  other  region,  which  has  an  abundant  supply  of  labour 
but  little  land,  the  concentration  on  industries  that  use  much  labour  means 
greater  relative  scarcity  of  labour  and  lesser  relative  scarcity  of  land.  In  both 
regions,  therefore,  the  factor  which  is  relatively  abundant  becomes  more  in 
demand  and  fetches  a  higher  price,  whereas  the  factor  that  is  scantily  supplied 
becomes  less  in  demand  and  gets  a  relatively  lower  reward  than  before.   .  .  . 

But  this  is  only  the  immediate  effect.  It  is  necessary  to  take  into  ac- 
count the  response  of  factor  supplies  to  the  changed  factor  prices.  If,  for 
example,  an  increase  in  the  exports  of  Japanese  textiles,  based  in  part 
upon  large  supplies  of  cheap  labor,  tends  to  raise  the  price  of  textile 
labor  in  Japan,  a  large  increase  may  occur  in  the  supply  of  labor,  even 
in  the  short  run,  and  the  long-run  increase  in  supply  may  be  still  greater. 
This  increase  in  supply  may  arrest  the  rise  in  the  price  of  labor  and  so 
diminish  the  change  in  relative  factor  rewards.  In  addition,  and  though 
they  may  already  be  in  short  supply,  the  factors  that  are  complementary 
to  labor  in  the  production  of  textiles  will  also  be  demanded  in  greater 
quantity,  and  their  prices  may  rise.  Ohlin  therefore  concludes  that 
though  trade  will  tend  to  reduce  international  differences  in  the  relative 
prices  of  the  factors  of  production,  factor  prices  will  never  be  fully  equal- 
ized. Commodity  prices  tend  more  toward  international  equality  than 
factor  prices. 

There  are  special  circumstances  under  which  a  complete  equality  of 
factor  prices,  both  relative  and  absolute,  will  occur.  Professor  Samuel- 
son  has  provided  a  proof  but  has  had  to  assume  free  trade,  no  transporta- 

12  E.  Heckscher,  "The  Effect  of  Foreign  Trade  on  the  Distribution  of  Income," 
Ekonomisk  Tidskrift,  1919;  translated  by  Laursen  and  reprinted  in  Readings  in  the 
Theory  of  International  Trade,  1949. 

13  Ohlin,  op.  cit.,  p.  35. 
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tion  costs,  pure  competition  in  all  markets,  homogeneous  production 
functions  (no  economies  of  scale),  and  the  fact  that  all  commodities  are 
produced  in  both  countries.14  These  are  very  restrictive  assumptions. 

Ohlin  also  gave  considerable  attention  to  the  influence  of  transfer 
costs  upon  the  location  of  industry,  both  within  a  region  and  as  among 
regions.  Of  particular  importance  are  the  costs  of  transferring  raw  ma- 
terials and  finished  products,  but  so  are  the  transfer  costs  of  labor  and 
capital.  Manufacturing,  he  argued,  tends  to  be  located  where  transporta- 
tion costs  are  low  and  adequate  supplies  of  labor  are  available.  Thus,  as 
the  average  haul  of  iron  and  steel  is  but  30  miles  in  the  United  Kingdom, 
150  to  200  miles  on  the  Continent,  and  500  miles  in  the  United  States, 
Europe  has  some  advantages  in  this  industry.  Similarly,  the  heavy  haul- 
age costs  for  a  New  England  iron  and  steel  industry  barred  the  industry 
from  New  England  despite  the  fairly  favorable  market  conditions. 

Institutional  considerations,  such  as  taxation  and  attitudes  toward 
industry,  seem  to  play  a  secondary  part.  But  markets  must  be  large 
enough  to  allow  production  on  a  large  scale  and,  hence,  at  low  costs. 
The  indivisibility  of  some  factors,  as  management,  accounts  in  part  for 
the  importance  of  the  size  of  the  plant  or  business  unit.  For  this  reason 
international  trade  may  diminish  unit  costs  of  production;  foreign  pur- 
chases allow  production  on  a  larger  scale,  and  industry  profits  from  both 
internal  and  external  economies. 

In  many  ways,  Ohlin's  (and  Heckscher's)  theory  is  a  great  improve- 
ment over  the  Ricardian  approach,  both  because  it  properly  emphasizes 
costs  and  prices  and  because  it  is  a  closer  approximation  to  the  facts. 
As  Professor  Viner  contends,  however,  Ohlin  may  be  unfair  to  the  classi- 
cists, for  Ohlin  asserts  that  they  did  not  consider  the  relevance  of  relative 
factor  supplies.  Viner  clearly  shows  that  some  classicists  were  aware  of 
this  problem.  He  quotes  passages  from  Adam  Smith,  Ricardo,  Malthus, 
Longfield,  McCulloch,  and  Cairnes  to  prove  his  point.  Thus  Malthus 
wrote:15 

The  lower  value  of  money  in  England  compared  with  the  value  of  money 
in  most  of  the  states  of  Europe,  has  appeared  to  arise  principally  from  the 
cheapness  of  our  exportable  manufactures,  derived  from  our  superior  ma- 
chinery, skill,  and  capital.  The  still  lower  value  of  money  in  the  United  States 
is  occasioned  by  the  cheapness  and  abundance  of  her  raw  products  derived 
from  the  advantages  of  her  soil,  climate,  and  situation  .  .  .  neither  the  dif- 
ference  in   profits,   nor   the  difference   in   the   price   of  labor,   is   such   as   to 

14  P.  A.  Samuelson,  "International  Trade  and  the  Equalization  of  Factor  Prices," 
Economic  Journal,  June,  1948,  and  "International  Factor-price  Equalization  Once 
Again,"  Economic  Journal,  June,  1949. 

15  J.  Viner,  Studies  in  the  Theory  of  International  Trade,  1937,  p.  505  (also  cf. 
pp.  503-507),  and  T.  Malthus,  Principles  of  Political  Economy,  2d  ed.,  1836,  pp. 
106-107. 
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counterbalance    this    facility    of   production,    and   prevent   the   abundance   of 
exports. 

I  believe,  however,  that  the  classical  emphasis  was  not  on  factor  pro- 
portions, and  Ohlin  deserves  the  credit  for  having  built  factor  endow- 
ments and  location  theory  into  a  theory  of  international  trade. 

Still  another  approach  to  the  theory  of  international  trade  by  way  of 
general-equilibrium  analysis  is  the  opportunity-cost  doctrine  of  Professor 
Haberler.16  He,  too,  emphasizes  the  role  of  differing  factor  endowments 
but  assumes  for  simplicity  that  the  factors  available  to  a  country  are 
fixed  in  supply.  They  can,  however,  be  used  in  several  ways;  some  of  the 
output  of  one  commodity  can  be  sacrificed  to  increase  the  output  of  an- 
other so  that  each  country  will  be  possessed  of  a  set  of  production  possi- 
bilities. In  Professor  Haberler's  analysis,  the  costs  of  substituting  one 
commodity  for  another  take  the  place  of  labor  costs;  they  are  expressed 
in  alternatives  forgone.17 

It  is  now  obvious  that  we  have  no  further  need  of  the  Labour  Theory  of 
Value.  We  can  derive  the  conditions  of  substitution  between  the  commodities, 
and  express  them  in  the  form  of  a  substitution-curve,  when  many  different 
factors  of  production  are  available  just  as  well  as  when  there  is  only 
homogeneous  labour.  However  many  factors  there  may  be,  the  relative  prices 
of  the  two  commodities  will  be  determined  (given  the  demand)  by  their 
costs — but  we  must  now  follow  the  Austrian  school  in  measuring  costs  not  by 
the  absolute  amount  of  labour  required  but  by  the  alternatives  forgone.  Thus 
the  marginal  cost  of  a  given  quantity  x  of  commodity  A  must  be  regarded  as 
that  quantity  of  commodity  B  which  must  be  forgone  in  order  that  x,  instead 
of  x  —  1,  units  of  A  can  be  produced.  The  exchange-ratio  on  the  market  be- 
tween A  and  B  must  equal  their  costs  in  this  sense  of  the  term. 

As  the  factor  endowments  of  different  countries  are  not  the  same, 
their  substitution  curves  will  be  of  different  shapes.  So,  too,  may  be  de- 
mand conditions.  For  the  same  reasons,  then,  as  Ohlin  had  put  forth, 
trade  would  be  profitable  for  both  countries.18 

More  recently,  Professor  Haberler  has  argued  that  his  opportunity- 
cost  analysis  is  a  link  between  the  classical  theory  of  comparative  costs 
and  the  full-blown  general-equilibrium  analysis  involving  variations  in 
the  amounts  of  factors  of  production.19 

The  Ricardian  example  of  trade  between  England  and  Portugal  can  be 
interpreted    in    terms    of   the    theory    of   opportunity    cost   without   wrecking 

16  Haberler,  op.  cit.,  chap.  12. 

17  Ibid.,  p.  177. 

18  For  a  diagrammatic  treatment  of  this  argument  cf.  W.  Leontief,  "The  Use  of 
Indifference  Curves  in  the  Analysis  of  Foreign  Trade,"  Quarterly  Journal  of 
Economics,  May,  1933;  reprinted  in  Readings  in  the  Theory  of  International  Trade, 
1949. 

19  G.  Haberler,  A  Survey  of  International  Trade  Theory,  1955,  pp.  14-15. 
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Ricardo's  reasoning  and  objectives.  The  explanatory  function  of  the  labor 
theory  of  value  is  to  determine  the  price  ratio,  or,  put  in  reciprocal  terms,  the 
exchange  ratio  between  the  two  commodities.  It  also  has  the  purpose  of 
showing  that  the  two  commodities  can  be  substituted  for  each  other  in 
proportion  to  their  costs  by  means  of  a  shift  in  production;  that  is,  by  a 
transfer  of  the  means  of  production  (labor) .  If  it  were  possible  to  show,  with- 
out making  the  unacceptable  assumptions  of  the  labor  theory  of  value,  that 
the  exchange  ratio  (price  ratio)  in  the  market  and  the  rate  of  substitution 
coincide,  the  conclusions  of  the  classical  writers  regarding  the  advantages  of 
international  trade  would  remain  intact.  And  it  can  indeed  be  proved  that, 
under  certain  "ideal"  conditions,  even  if  we  assume  the  existence  of  a  large 
number  of  more  or  less  immobile  and  specific  factors  of  production,  the  ex- 
change ratio  will  be  equal  to  the  marginal  rate  of  substitution.  These  required 
conditions  are  identical  to  those  which  usually  underlie  general  equilibrium 
theory:  free  competition  in  the  commodity  and  product  markets  as  well  as  the 
absence  of  so-called  "external  economies." 

Professor  Haberler  places  particular  emphasis  upon  the  degree  to 
which  factors  of  production  are  specific  to  one  industry  and  of  no  use  to 
others.  When  factors  are  specific,  a  change  in  demand  or  the  opening  of 
trade  is  likely  to  result  in  a  greater  change  in  internal  prices  than  would 
otherwise  occur.20  He  also  gives  detailed  consideration  to  the  problem 
of  increasing  cost,  pointing  out  that  the  ease  with  which  one  commodity 
may  be  substituted  for  another  may  diminish  as  the  output  of  the  first 
is  increased.21  That  production  takes  place  under  conditions  of  increasing 
cost  helps  explain  why  a  country  may  depend  upon  its  own  production 
for  part  of  its  supplies  and  on  foreign  sources  for  the  remainder.  Thus  in 
the  United  States  we  depend  upon  domestic  sources  of  copper  and  wool 
for  part  of  our  requirements,  but  if  we  depended  upon  domestic  sources 
for  our  entire  supplies,  a  very  large  rise  of  prices  would  be  involved,  un- 
less, of  course,  the  government  interfered  with  the  free  market,  paid 
high-cost  producers  a  premium,  and  then  sold  at  prices  below  marginal 
costs. 

Abandonment  of  the  constant-cost  assumption  also  raises  some  issues 
concerning  the  gains  of  specialization.  Graham  and  others  have  pointed 
out  that  a  country  which  tended  to  concentrate  on  industries  subject  to 
increasing  costs  and  to  import  commodities  subject  to  decreasing  costs 
might  well  even  lose  as  a  result  of  trade.22 

But  increasing  costs  are  not  the  only  explanation  of  incomplete  special- 
ization. Another  is  differences  in  tastes.  Even  though  most  Americans 

20  Haberler,  The  Theory  of  International  Trade,  pp.  175,  182-189. 

21  Ibid.,  pp.  176-177. 

22  For  a  full  discussion,  see  Viner,  op.  cit.,  pp.  470-482;  also  see  Haberler,  The 
Theory  of  International  Trade,  p.  144,  where  Professor  Haberler  greatly  limits  the 
area  of  decreasing  costs  and  in  particular  rules  out  reductions  in  unit  costs  associ- 
ated with  such  factors  as  technological  change  that  tend  to  accompany  rising  output. 
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prefer  American  cars  and  even  though  this  country  can  produce  the 
cheapest  cars  of  given  quality,  some  Americans  prefer  British  cars — just 
as  some  prefer  French  wines  and  Swiss  watches  to  American  wines  and 
watches.  Perhaps  these  patterns  of  production  or  sales  should  be  inter- 
preted, not  as  a  division  of  markets,  but  rather  as  differentiation  of  prod- 
ucts :  the  British  car  is  one  product;  the  American,  another. 

Space  and  Transport  Costs 

As  late  as  1950,  Professor  Metzler  complained  that  the  classical  theory 
of  international  trade  had  seldom  gone  beyond  two  countries  trading  in 
two  commodities,  even  in  its  latest  refinements.  (Cf.  Mill  and  F.  Graham, 
International  Values,  however. )  In  a  provocative  article,  Professor  Metz- 
ler attempts  to  deal  with  n  countries,  the  income  of  which  equals  outlays 
on  consumers  and  investment  goods  plus  exports  of  goods  and  services 
and  minus  imports  of  goods  and  services.  In  equilibrium  the  output  or\ 
each  country  equals  the  demand,  and  hence  the  income  of  each  country 
is  determined  and  imports  are  a  function  of  income. 

Professor  Isard  finds  this  approach  especially  helpful  in  contrast  to 
the  usual  classical  approach  because  it  becomes  easier  to  introduce  prob- 
lems of  space  and  transport  costs.  ( Smith,  Mill,  and  Ohlin  had,  it  will  be 
recalled,  dealt  in  varying  degrees  with  transport  problems.)  "The  im- 
pact of  the  distance  variable  may  be  implicitly  contained  in  the  different 
marginal  propensities  of  nation  I  to  spend  in  each  of  the  other  nations, 
this  marginal  propensity  tending,  ceteris  paribus,  to  be  low  where  the 
other  nation  is  remote  from  nation  I  and  high  when  contiguous  to  na- 
tion I." 

In  contrast  to  the  international-trade  theorist,  who  concentrates  on  ag- 
gregate exports,  Isard  stresses  the  contribution  of  the  locational  theorist, 
who  would  break  down  trade  into  industries,  with  the  result  that  the  rel- 
evance of  transport  costs  would  more  effectively  be  examined.  Allocation 
of  resources  can  be  understood  only  if  input  of  distances  is  considered — 
whether  it  be  in  international  or  interregional  relations.  A  breakdown 
of  industrial  structure  would  help  not  only  because  transportation  costs 
could  be  taken  into  account  relatively  effectively  but  also  because  it 
would  make  it  easier  to  understand  the  effects  upon  allocation  of  re- 
sources and  trade  of  dynamic  changes  in  the  economy.  Thus  an  increased 
demand  for,  say,  copper  would  affect  not  only  total  income  but  also 
the  supply  of  complementary  agents  and  hence  the  total  effects  on  in- 
come, and  imports  would  be  related  to  the  industrial  structure,  elastici- 
ties of  supplies  in  particular  industries,  etc.  Hence,  according  to  Isard 
both  the  Metzler  approach  and  an  input-output  approach  would  be  re- 
quired for  an  understanding  of  these  problems.  "In  brief,  the  multi- 
country  framework  involving  aggregate  propensities  to  import  and  the 
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interregional  input-output  scheme  which  in  essence  represents  in  certain 
directions  an  extension  and  generalization  of  location  analysis  are  to  be 
viewed  as  complementary  techniques  for  international  analysis,  rather 
than  substitutes." 

We  have  recently  had  a  few  empirical  studies  on  the  relation  of  trans- 
port costs  and  trade.  Utilizing  railroad  shipments  for  interregional  trade 
and  a  German  study  devoted  to  interregional  trade,  Isard  finds  an  in- 
verse correlation  between  distance  and  trade. 

More  important,  Figure  I  .  .  .  establishes  without  question  the  fact  that 
the  distance  variable,  or  in  dollar  terms,  the  transport  cost  variable,  shapes 
commodity  flows  in  interregional  trade  in  a  very  major  way. 
.  .  .  Thus  we  can  see  how,  once  trade  theory  is  extended  to  embrace  realistic 
situations  of  commodities  sensitive  to  differentials  in  transport  cost,  the 
distance  variable  can  have  a  major  influence  on  trade,  as  it  does  in  fact. 

Again,  in  a  recent  study  Mr.  Beckerman  analyzed  intra-European 
trade  and  showed  that  transportation  costs  play  a  significant  part.  It  is 
not  easy  to  eliminate  other  determinants  of  trade  such  as  varying  income 
levels,  and  the  size  of  the  countries  involved  (from  which  ports  are 
commodities  shipped?),  the  transport  facilities,  as  well  as  distance,  must 
be  considered.  The  author  finds  a  high  correlation  between  distance 
and  trade.23 

23  For  the  material  in  the  last  few  pages,  see  especially  L.  G.  Metzler,  "A  Multiple- 
region  Theory  of  Income  and  Trade,"  Econometrica,  October,  1953;  W.  Isard, 
Location  and  Space-economy,  1956;  and  W.  Beckerman,  "Distance  and  the  Pattern 
of  Intra-European  Trade,"  Review  of  Economics  and  Statistics,  February,  1956,  pp. 
31-40. 

Later  we  discuss  the  relation  of  depressions  in  one  country  to  movements  abroad. 
For  an  able  systematic  treatment  see  J.  J.  Polak,  An  International  Economic  System, 
1953. 
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The  Development  of  the  Theory  and  Its  Relevance 


In  medicine,  there  is  a  growing  tendency  to  emphasize  the  study 
of  health  rather  than  disease.  In  fact,  medical  education  begins  with 
courses  in  anatomy  and  physiology  and  only  afterward  goes  on  to  path- 
ology. Despite  the  increased  attention  to  the  healthy  patients,  however, 
the  medical  profession  still  spends  most  of  its  time  and  investment  on  the 
ill.  By  contrast,  the  economist  has  tended  to  devote  his  energies  primarily 
to  the  healthy  economic  organism,  and  nowhere  is  this  more  true  than 
in  international  economics.  Classical  and  even  neoclassical  economics 
allowed  that  temporary  maladjustments  might  be  forthcoming  but  arg- 
ued that  like  the  common  cold,  they  would  pass  and  there  would  be  a 
return  to  normalcy,  or,  as  the  economist  calls  it,  equilibrium.  Little  at- 
tention was  paid  to  serious  involvements  or  cumulative  disequilibrating 
movements,  which  might  be  the  counterpart  of  pneumonia,  arthritis, 
cancer,  or  hardening  of  the  arteries  in  the  human  body. 

This  book  is  concerned  with  economic  disease  as  well  as  health.  But 
to  understand  the  causes  of  the  diseases  and  the  cure,  it  is  important 
to  understand  the  anatomy  and  physiology  of  international  economics. 
For  this  reason  we  review  the  work  of  some  of  the  distinguished  econo- 
mists—Hume, Smith,  Ricardo,  Senior,  Thornton,  Torrens,  Mill,  Marshall, 
Taussig,  Viner,  Ohlin,  Haberler,  Harrod,  Meade,  Leontief,  Lerner,  Sam- 
uelson,  Machlup,  and  Metzler,  among  others — who  performed  brilliant 
and  necessary  tasks. 

It  is  well  to  remind  the  reader  that  in  the  century  following  Ricardo's 
oversimplified  and  brilliant  presentation,  the  task  of  the  economists  was 
to  bring  the  theory  closer  to  reality.  It  was  necessary  H:o  consider  costs~\ 
other  than  labor,  fe  allow  for  the  varying  effectiveness  of  the  factors  00 
production,  vto  consider  the  difference  made  by  the  prices  paid  for  fac- 
tors,1^ extend  the  analysis  to  more  than  two  commodities  and  more  than 
two  countries,  and  to  analyze  the  impact  of  varying  cost  conditions  and 
of  imperfectly  competitive  conditions.  The  underlying  assumption  of  full 
employment  had  to  be  removed,   and  that  of  perfect  factor  mobility 

59 


60  The  Distribution  of  Tasks  among  Nations 

V 
within  and  immobility  between  countries  modified.  In  a  world  of  na- 
tionalism and  underdeveloped  economies,  it  was  essential  to  implement 
the  theory  to  meet  the  needs  of  a  world  with  varying  degrees  of  devel- 
opment and  with  institutions  creating  monopolies,  rigidities,  and  restric- 
tions. J 

Economists  have  advanced  in  many  directions.  Thus,  not  labor  costs 
alone,  but  also  material  and  capital  costs  are  considered  in  analyzing 
the  structure  of  trade  and  specialization.  But  despite  the  steady  pro- 
cess of  blowing  up  the  theory  to  include  all  costs,  there  is  still  a  striking 
tendency  to  concentrate  on  labor  costs.  The  protectionists  still  stress  dif- 
ferences in  labor  costs  and,  even  more  narrowly,  differences  in  wages, 
and  one  of  the  most  distinguished  writers  in  international  economics, 
Professor  MacDougall,  concentrates,  not  on  labor  costs  in  the  large,  but 
on  labor  costs  in  manufacturing  in  his  analysis  of  British-American  com- 
petition. 

According  to  the  modern  theory,  to  what  tasks  will  individual  coun- 
tries devote  their  resources?  Obviously,  if  a  country  has  large  pools  of 
labor,  it  tends  to  concentrate  on  industries  that  require  much  labor.  What 
is  more,  such  a  country  will  tend  to  economize  on  capital,  for  capital  is 
relatively  expensive.  However,  competitive  power  depends  not  alone 
upon  the  supplies  of  factors  but  also  on  their  prices.  A  country  rich  in 
labor  may  not  concentrate  on  employments  requiring  much  labor  if  wage 
rates  are  greatly  inflated.  At  the  very  least  the  advantage  of  a  rich  labor 
supply  may  be  partly  lost,  and  industries  requiring  much  labor  may  lose 
ground.  Examples  are  France  and  Italy.  It  has  been  estimated  that  on 
top  of  the  basic  wage,  French  workers  now  receive  about  30  to  35  per 
cent  in  fringe  benefits  and  Italians  even  more.  Such  an  increase  in  wage 
costs  will  injure  especially  the  industries  which  use  much  labor.  As  pay- 
rolls rise,  some  of  the  industries  using  much  labor  and  formerly  produc- 
ing for  export  might  lose  their  export  status.  Concomitantly,  industries 
with  smaller  relative  labor  costs  and  less  affected  by  the  inflation  of  wage 
costs  may  begin  to  sell  abroad.  Relatively,  they  become  lower  cost  in- 
dustries. In  a  similar  manner,  the  price  paid  for  raw  materials,  for  cap- 
ital, and  for  government  services  will  variously  affect  the  competitive  po- 
sition of  industries  according  to  the  importance  of  each  component. 

What  ultimately  determines  the  competitive  position  of  an  industry 
is  its  capacity  to  price  its  products  on  international  markets  below  the 
prices  of  competitors.  Supplies  of  factors,  their  prices,  the  quality  of  the 
factors  and  the  effectiveness  with  which  they  are  used,  the  production 
function  or  method  of  combining  the  factors,  the  size  of  the  plant  and 
industry — these  are  all  relevant. 

Here  I  stress  two  aspects:  first,  the  size  of  the  unit.  A  country  may 
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gain  a  comparative  advantage  merely  because  it  commands  a  large  mar- 
ket. Here  the  United  States,  with  a  free  market  larger  than  Western 
Europe's  twenty  or  so  markets  combined,  has  a  great  advantage.  It  can 
secure  the  low  unit  costs  that  may  be  provided  by  large  plants  and  those 
that  are  conferred  on  an  industry  by  the  external  economies  associated 
with  a  large  industry  or  a  productive  economy. 

The  huge  American  market  explains  the  high  productivity  of  the 
automobile  industry  in  the  United  States.  Though  it  is  dependent  almost 
exclusively  on  domestic  sales,  its  costs  are  low;  the  size  of  the  American 
market  has  made  possible  substantial  subsidiary  economies  in  the  form 
of  supplementary  industries.  The  great  advantage  of  the  giant  firm 
within  this  country  also  stems  from  its  greater  access  to  national  adver- 
tising media,  financial  resources,  and  leadership  in  innovation.  These 
help  to  explain  the  control  of  95  per  cent  of  the  market  by  three  com- 
panies by  1955. 

Great  Britain,  with  a  national  and  overseas  market  for  automobiles 
only  one-tenth  as  large  as  that  of  the  United  States  in  1954,  may  be  under 
some  disadvantage.  But  by  producing  a  differentiated  product,  one  tied 
especially  to  the  needs  of  its  export  markets,  the  British  (and  more  re- 
cently the  Germans )  have  been  able  to  gain  a  strong  position  in  foreign 
markets — relatively  much  more  favorable  than  the  United  States.  One  rea- 
son is  that  economies  of  scale  may  be  achieved  with  an  output  of  $800,000 
cars,  as  in  Britain,  as  well  as  with  8  million  cars,  as  in  this  country,  and 
part  of  the  explanation  lies  in  the  discrimination  against  the  dollar.  But 
we  cannot  ignore  the  appeal  of  British  industry  to  the  interest  of  foreign 
buyers  in  the  lightweight  car  which  uses  relatively  little  fuel  (an  impor- 
tant advantage  abroad  both  because  incomes  are  low  and  because  gaso- 
line prices  are  high)  and  costs  less  to  operate  generally  than  the  heavy 
American  car.  Our  comparative  advantage  is  primarily  in  the  heavy  car, 
which  is  sought  in  the  rich  American  market  but  is  less  suited  to  the 
needs  of  the  European  and  Latin  American. 

The  size  of  the  market  also  seriously  restricts  the  range  of  industries 
which  can  be  introduced  in  underdeveloped  countries  and  especially 
the  small  and  impoverished  ones.  This  consideration  partly  explains  the 
increased  demands  for  economic  integration  in  both  Europe  and  Latin 
America. 

I  wish,  second,  to  stress  the  role  of  the  production  function.  In  this 
connection,  attempts  to  study  the  relative  productivity  of  the  United 
States  and  Western  Europe  are  of  some  interest.  Again  and  again,  the 
point  has  been  made  that  an  important  part  of  the  explanation  of  high 
American  productivity  is  the  greater  use  of  capital  in  the  United  States, 
a  practice  verified  by  the  amount  of  capital  per  employee  or  the  machine 
power  used. 
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Why  less  sweat  for  the  American  worker? 

And  the  answer  to  that  question  is  that  they  have,  and  use,  more  machines 
and  more  mechanical  power  per  industrial  worker:  8  h.p.  is  behind  the 
elbow  of  each  industrial  worker;  between  3  and  4  h.p.  is  the  British  figure; 
and  21/6  h.p.  for  the  average  of  Western  European  industrial  workers.  These 
figures  for  the  non-human  aid  per  worker  go  on  diminishing  country  by 
country,  down  to  the  one  man-power  of  the  three  quarters  of  all  humanity 
who  are  not  industrialized  and  whose  standards  of  living  are  therefore 
lowest.111 

.   .  .  the  universal  availability  in  American  industry  of  more  and  better  tools, 
the  extensive  use  of  mechanical  aids  of  all  kinds,  and  the  constant  develop- 
ment   of    new    methods    involving    greater    use    of    mechanical   power  .   .  . 
machines  doing  all  the  lifting,  moving,  handling,  packaging. [2] 

Not  only  does  this  country  use  more  capital,  but  its  use  of  capital  is 
more  intensive.  There  is  little  wastage  of  capacity,  partly  because  the 
equipment  is  more  often  worked  by  several  shifts  but  also  because  this 
country  replaces  its  machinery  and  equipment  much  sooner  than  other 
countries,  thus  ensuring  the  most  modern  machinery.  Why  is  this  so? 
Obviously,  management  is  a  factor;  the  cheapness  and  availability  of  cap- 
ital is  another  and  is  in  turn  related  to  the  profitability  of  industry. 

But  at  times,  it  is  easy  to  exaggerate  the  relevance  of  these  consider- 
ations. First,  one  should  compare  industry  with  industry,  not  all  employ- 
ments as  an  aggregate.  The  British,  perhaps,  especially  cultivate  indus- 
tries requiring  less  capital  than  the  combination  of  industries  in  the 
United  States,  in  part  because  labor  is  cheaper  in  the  United  Kingdom. 
(Wage  rates  are  one-third  to  one-half  those  in  the  United  States.)  Sec- 
ond, attention  should  be  paid  to  the  kinds  of  commodities  produced. 
Thus,  the  British  textile  industry  favors  specialized  items  that  require 
more  individual  attention,  that  is,  relatively  more  labor.  Third,  when 
labor  is  cheap  and  capital  dear,  it  is  sound  economics  to  replace  machin- 
ery less  often  than  when  labor  is  expensive  and  capital  plentiful.  Amer- 
ican observers  who  are  critical  of  British  production  methods  do  not 
always  realize  that  a  production  plan  appropriate  in  this  country  is  not 
necessarily  appropriate  for  the  British,  who  have  different  relative  sup- 
plies of  factors  of  production. 

Professors  Heckscher  and  Ohlin  advanced  the  theory  of  international 
trade  well  beyond  the  comparative-cost  doctrine  of  Ricardo  and  his 
school,  arguing  that  a  country  adapts  its  production  to  its  endowment 
of  the  factors  of  production  but  taking  into  consideration  demand  as  well 
as  supply  conditions.  They  showed  why  the  United  States  concentrates 

1  G.  Hutton,  We  Too  Can  Prosper,  1953,  p.  61.  Also  see  all  of  Chap.  3. 

2  Ibid.,  p.  64. 
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on  commodities  requiring  much  capital,  advanced  technological  skills, 
ample  natural  resources,  and  little  labor,  such  goods  as  machine  tools, 
automobiles,  and  cotton.  The  United  States  is  apparently  rich  in  the  first 
three  and  is  short  of  labor.  They  showed  why  the  Argentine,  in  the  ab- 
sence of  government  interference,  would  produce  meat,  linseed  oil,  and 
wheat,  both  for  domestic  use  and  for  export. 

It  should  be  observed,  however,  that  rich  natural  resources  may  not 
facilitate  large  exports  or  even  permit  a  high  standard  of  living.  As  in 
many  countries  of  Asia,  large  absolute  supplies  may  be  small  relative  to 
population  and  certain  factors  of  production,  complementary  to  those 
in  ample  supply,  may  be  lacking. 

And  is  the  United  States  really  rich  in  capital  and  poor  in  labor?  The 
protectionists  think  so  and  complain  that  a  scarcity  of  labor  has  driven 
up  wages  and  jeopardized  our  competitive  position.  But  Professor  Leon- 
tief  contends  that  the  United  States  is  rich  in  labor  rather  than  in  capital. 
He  argues  that  the  high  quality  of  American  management  and  the 
education  and  skills  of  our  labor  force  make  the  United  States  worker 
more  productive.  Measured,  then,  in  terms  of  its  efficiency,  labor  in  the 
United  States  is  plentiful  rather  than  scarce. 

He  finds,  in  fact,  that  the  American  export  industries  use  more  labor 
and  less  capital  than  do  its  import-competing  industries.  If,  then,  a  coun- 
try concentrates  on  commodities  that  use  much  of  its  plentiful  factors, 
the  United  States  must  be  rich  in  labor  rather  than  rich  in  capital  and 
short  of  labor. 

Some  questions  can  be  raised  concerning  Leontiefs  analysis.3  He  does 
not  compare  the  production  functions  of  the  United  States  with  those 
of  other  countries  but  assumes  them  to  be  the  same.  Yet  foreign  coun- 
tries may  use  different  methods  to  produce  their  exports  from  the  meth- 
ods we  use  to  produce  import-competing  goods.  What  must,  then,  be 
compared  are  the  labor  and  capital  requirements  of  America's  export  in- 
dustries and  those  of  foreign-export  industries. 

Professor  Leontief  ought  also  to  explain  the  price  of  American  labor 
relative  to  the  price  of  American  capital  with  the  corresponding  prices 
abroad.  American  labor  is  expensive,4  but  in  terms  of  efficiency  wages, 
American  labor  is  cheap  in  many  industries. 

Professor  Haberler  has  defended  Professor  Leontief  against  his  critics 
in  the  following  manner:  The  superiority  of  American  labor,  according 
to  Leontief,  is  explained,  not  merely  by  superior  intelligence,  industry, 

3  Also  see  Chap.  4. 

4W.  Leontief,  "Domestic  Production  and  Foreign  Trade:  The  American  Capital 
Position  Re-examined,"  Proceedings  of  American  Philosophical  Society,  September, 
1953,  and  cf.  P.  T.  Ellsworth,  "The  Structure  of  American  Foreign  Trade:  A  New 
View  Examined,"  Review  of  Economics  and  Statistics,  August,  1954,  pp.  279-285; 
also  W.  Leontief  in  Review  of  Economics  and  Statistics,  November,  1956. 
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etc.,  but  also  by  the  greater  contribution  of  "cooperating  factors  other 
than  captial,  namely:  management,  entrepreneurship  and  natural  re- 
sources." Thus  it  is  held  that  Leontief  considers  many  factors,  not  merely 
two,  and  under  these  assumptions  no  sweeping  generalizations  are  pos- 
sible concerning  relative  factor  scarcity.  Considering  more  than  two  fac- 
tors, Professor  Haberler  further  suggests  "import-competing  industries 
in  the  United  States  are  comparatively  capital  intensive  because  United 
States  capital  is  a  better  substitute  for  foreign  natural  resources  than 
United  States  labor."5 

It  is  clear  from  the  above  that  the  theory  of  comparative  costs  is  not 
adequate  to  explain  the  distribution  of  tasks  among  nations.  It  is  neces- 
sary to  take  account  of  selling  costs,  geography,  institutional  arrange- 
ments like  taxation  and  collective  bargaining,  controls,  and,  of  course, 
cultural  factors.  The  significance  of  the  last  becomes  obvious  in  the  dis- 
cussion of  economic  development,  for  the  structure  of  employment  and 
production  in  underdeveloped  countries  is  largely  determined  by  non- 
economic  factors,  more  so  than  in  Western  societies. 

In  a  world  where  controls  play  a  very  important  part  we  may  even 
question  the  relevance  of  the  comparative-cost  analysis.  Professor  Viner, 
the  leading  neoclassicist  writing  in  international  trade,  has  said:  "The 
world  has  changed  greatly  and  is  now  a  world  of  planned  economies,  of 
state  trading,  of  substantially  arbitrary  and  inflexible  national  price 
structures.  .  .  .  The  Classical  theory  is  not  directly  relevant  for  such 
a  world,  and  it  may  be  that  for  such  a  world  there  is  and  can  be  no 
relevant  general  theory."6 

In  conclusion,  I  submit  that  the  Ricardian  theory  has  been  expanded 
over  a  period  of  more  than  a  century  into  a  helpful  guide  to  the  under- 
standing of  international  economics.  But  the  usual  state  of  affairs  is  a 
divergence  of  prices  from  real  or  opportunity  costs;  hence  the  serious 
lacunae  in  Ricardo's  theory.  More  important,  as  Professor  Viner  ob- 
serves, the  changes  in  the  institutional  setting  have  greatly  reduced  the 
value  of  classical  trade  theory.  An  increased  emphasis  on  domestic 
stability  and  growth  has,  itself,  diminished  the  importance  of  and  in- 
terest in  a  theory  which  concentrates  on  the  optimum  allocation  of 
factors. 

5  G.  Haberler,  A  Survey  of  International  Trade  Theory,  1955,  pp.  22-25;  cf.  S. 
Valavanis-Vail,  "Leontiefs  Scarce  Factor  Paradox,"  Journal  of  Political  Economy, 
December,  1954. 

6  J.  Viner,  International  Economics,  1951,  p.  16,  and  cf.  Professor  Haberler,  who 
is  not  so  pessimistic,  in  "The  Relevance  of  the  Classical  Theory  under  Modern  Condi- 
tions," Papers  and  Proceedings  of  the  American  Economic  Association,  1954. 
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Capital  Movements  and  the  Balance  of  Payments: 
International  and  Regional 


The  Balance  of  Payments 

The  emphasis  in  classical  economics  was  on  the  export  and  import 
trade,  and  on  the  whole  little  attention  was  paid  to  capital  movements. 
In  part  the  explanation  lies  in  the  classical  assumption  that  capital  does 
not  move  across  national  boundaries  or  is  transferred  only  with  hesita- 
tion (see  Adam  Smith).  But  since  World  War  I  increased  attention  has 
been  paid  to  this  problem.  In  this  chapter  I  shall  discuss  some  general 
problems  arising  from  capital  movements  and  reserve  discussion  of  other 
aspects  of  the  problem  for  later  chapters  on  economic  development  and 
loans  and  grants. 

A  word  should  be  said  at  the  outset  concerning  the  balance  of  pay- 
ments. In  Table  8-1  I  present  a  condensed  balance  of  payments  for  the 
United  States  in  the  years  1947  to  1953.  The  major  credit  item  is,  of 
course,  exports  of  goods  and  services  (e.g.,  earnings  on  shipping,  interest 
and  profits  on  capital  invested  abroad),  and  the  important  debit  item  is 
imports  of  goods  and  services.  In  these  years,  it  will  be  noted  that 
exports  exceeded  imports  by  varying  amounts,  the  difference  being  made 
up  by  (1)  private  unilateral  grants  (e.g.,  immigrant  remittance)  and 
by  United  States  private  capital  net  outflow  (i.e.,  the  excess  of  capital 
exported  over  capital  imported,  the  latter,  for  example,  including  repay- 
ment of  advances  made  by  the  United  States  in  the  past);  (2)  United 
States  government  credit  and  grants.  For  example,  in  1951,  the  excess  of 
exports  of  goods  and  services  over  imports  was  $3.6  billion.  Foreigners 
obtained  additional  dollars  as  follows:  (1)  $0.5  billion  from  private 
unilateral  transfers,  (2)  $1.1  billion  from  private  net  capital  imports, 
(3)  $3.1  billion  from  United  States  government  credit  and  grants.  The 
amount  thus  received  exceeded  the  deficit  on  current  account,  and 
hence   foreign   countries   were   able  to  increase  their   gold  and   dollar 
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balances  by  $0.4  billion.  [Errors  and  omissions  account  for  part  of  the 
excess  of  (1)  to  (3)  over  $3.6  billion.]1 

Before  discussing  the  table  further,  I  should  say  a  word  about  capital 
movements  and  the  meaning  of  the  term  "deficit"  in  the  balance  of 
payments. 

Disequilibrium  may  result  from  excessive  long-term  capital  move- 
ments, e.g.,  the  British  investor  purchasing  long-term  Colonial  bonds. 
Such  problems  as  the  failure  of  exports  to  respond  to  such  capital  move- 
ments and  the  ensuing  attempts  to  stop  outflows  of  gold  through  re- 
strictive monetary  policies  troubled  Keynes  greatly  in  the  interwar 
period. 

But  short-term  capital  movements  are  also  troublesome.  Investors  tend 
to  move  their  capital  in  response  to  returns  offered.  Hence  one  way 
of  stopping  a  drain  of  gold  is  to  raise  rates  on  short-term  money — then 
capital  moves  in  or  stops  moving  out.  Such  adjustments  in  rates  were 
common  in  the  nineteenth  century  and  are  a  matter  of  discussion  in 
assessing  even  the  balance  of  1956. 

In  the  years  since  World  War  I,  another  kind  of  short-term  capital 
movement  has  emerged  which  has  greatly  upset  exchange  markets — 
hot  money.  As  financial  crises  and  political  uncertainties  developed  in 
the  interwar  period,  movements  of  hot  money  became  of  increasing 
significance.  A  rise  in  the  rate  of  interest  would  not  stop  these  move- 
ments as  a  rule;  yet  large  outflows  might  seriously  disrupt  the  economy. 
Hence  the  increased  recourse  to  exchange  control  as  a  means  of  stopping 
the  outflow  of  capital.  Indeed,  exchange  control  is  also  used  to  treat 
outflows  of  other  kinds  of  capital,  short-  and  long-term,  but  particularly  in 
relation  to  hot  money  is  exchange  control  the  only  therapy  of  some 
effectiveness.  A  more  stable  economic  and  political  world  would,  of 
course,  reduce  the  supply  of  hot  money. 

Now  a  word  about  what  is  meant  by  a  deficit  in  the  international 
account.  Often  all  that  is  meant  is  the  differences  between  current 
credit  items  (e.g.,  exports,  sales  of  services)  and  current  debit  items 
(e.g.,  imports,  purchases  of  services).  But  for  our  purposes,  this  is  in- 
adequate. A  country  may  have  an  adverse  balance  on  current  account 
of,  say,  $500  million,  but  if  this  country  customarily  borrows  $800  million 
yearly,  then  the  deficit  is  of  limited  significance.  The  country  may 
actually  be  accumulating  reserves.  Indeed,  if  the  inflow  of  capital  is  at  a 
rate  which  cannot  be  maintained  and  financing  will  be  impossible,  then, 
of  course,  the  current  balance  conceals  an  imbalance.  Again,  when  the 
balancing  is  made  possible  by  grants  from  foreign  countries  (e.g., 
Marshall  Plan,  Mutual  Security)   or  abnormal  purchases  by  foreigners 

1  Economic  Report  of  the  President,  January,  1954,  p.  219. 
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(e.g.,  American  military  purchases  abroad),  then  the  apparent  balance 
may  be  deceiving  unless  it  can  be  assumed  that  foreign  government 
grants  and  the  like  are  a  more  or  less  permanent  condition. 

A  test  of  a  balancing  of  accounts  lies  in  the  fluctuations  of  gold  or,  say, 
dollar  reserves.  When  serious  losses  occur  or  when  the  gains  are  sub- 
stantially less  than  government  grants,  abnormal  capital  inflows,  and 
the  like,  or  if  the  balancing  of  reserves  is  attained  through  restrictionist 
monetary  and  fiscal  policies  that  impose  unemployment,  then  main- 
tenance or  gains  of  reserves  may  not  be  evidence  of  a  surplus  in  the 
international  accounts. 


Table    8-1.    United    States    Balance    of    Payments,   Excluding    United    States 
Government  Grants  of  Military  Goods  and  Services,  1947-1953 
(In  billions  of  dollars) 


Area  and  type  of  transaction 


With  the  world: 

Exports  of  goods  and  services: 

Total 

Less  unilateral  military  transfers . . . 

Net  total 

Imports  of  goods  and  services: 

Military s 

Other 

Total 

Unilateral    transfers    other    than    U.S. 
government  grants  [net  outflow  (  — )] 
Balance  on  goods  and  services  and  uni- 
lateral transfers  other  than  U.S.  gov- 
ernment grants  [net  outflow  (  —  )].... 
U.S.  private  capital  [net  outflow  (— )].  . 

Errors  and  omissions 

Balance  on  goods  and  services  and  uni- 
lateral transfers  other  than  U.S.  gov- 
ernment grants,  U.S.  private  capital, 
and  errors  and  omissions  [net  outflow 

(-)] 

U.S.  government  credits  and  grants  (ex- 
cluding  transfers   of   military   goods 

and  services) 

Increase  (+)  or  decrease  (— )  in  foreign 
gold  and  dollar  assets  through  trans- 
actions with  the  United  States 


1947 

1948 

1949 

1950 

1951 

1952 

19.8 

17.0 

16.0 

14.4 

20.2 

20.6 

0.1 

0.4 

0.2 

0.6 

1.5 

2.6 

19.7 

16.6 

15.8 

13.8 

18.7 

18.1 

0.5 

0.8 

0.6 

0.6 

1.3 

1.9 

7.8 

9.5 

9.0 

11.5 

13.8 

13.9 

8.3 

10.3 

9.6 

12.1 

15.1 

15.8 

-0.7 

-0.7 

-0.6 

-0.6 

-0.5 

-0.6 

+  10.7 

+5.6 

+5.5 

+  1.2 

+3.2 

+  1.7 

-1.0 

-0.9 

-0.6 

-1.3 

-1:1 

-1.1 

+  1.0 

+  1.0 

+0.8 

+0.2 

+0.5 

+0.6 

+10.7 

+5.8 

+5.7 

+2.7 

+  1.2 

-8.8 

-4.6 

-5.6 

-3.6 

-3.1 

-2.4 

-1.9 

-1.2 

-0.1 

+3.6 

+0.4 

+  1.2 

1953 


21.4 

4.7 

16.8 

2.5 
14.3 
16.8 

-0.7 


-0.7 
-0.1 
+0.3 


-0.5 


-2.0 


+2.5 


Table  8-1  reflects  the  fact  that  capital  movements  do  not  always 
respond  to  trade  currents.  Professor  Taussig  used  to  contend  that  trade 
adjusts   to   capital  movements.   After  World   War   II  the   demand  for 
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American  commodities  was  strong  and  private  capital  movements  small. 
The  difference  had  to  be  made  up  primarily  by  government  grants. 

The  classical  economists  tended  to  neglect  capital  movements;  both 
Ricardo  and  Mill  discussed  payments  of  tribute.  Ricardo,  for  example, 
held  that  primarily  through  adjustments  of  exchange  rates  (the  currency 
of  the  paying  country  would  depreciate  slightly)  and  flows  of  gold, 
the  tribute  would  ultimately  be  paid  through  a  rise  of  exports  by  the 
paying  country.  In  a  letter  to  Malthus  (December  22,  1811),  he  wrote:2 

In  my  endeavors  to  trace  the  effects  of  a  subsidy  in  forcing  the  exportation  of 
commodities,  I  stated,  if  I  recollect  rightly  that  it  would  occasion,  first,  a 
demand  for  bills;  secondly,  an  exportation  of  all  those  commodities  the  prices 
of  which  already  differed  so  much,  in  the  two  countries,  as  to  require  only 
the  trifling  stimulus  which  the  first  fall  in  the  exchange  would  afford;  thirdly, 
a  real  alteration  in  the  relative  state  of  prices,  viz.  a  rise  in  the  exporting  and 
a  fall  in  the  importing  country, — in  a  degree  to  counterbalance  the  advantage 
from  the  unfavourable  exchange;  and  lastly,  a  further  fall  of  the  exchange 
and  a  consequent  exportation  of  an  additional  quantity  of  goods  and  then  of 
money  till  the  subsidy  were  paid.  It  appears,  then,  that  if  the  subsidy  were 
small  it  would  be  wholly  paid  by  the  exportation  of  commodities,  as  the  fall 
in  the  exchange  would  be  sufficient  to  encourage  their  exportation,  but  not 
sufficient  to  encourage  the  exportation  of  money.  If  the  exportation  of  money 
were  in  the  same  proportion  as  the  exportation  of  commodities,  that  is  to  say, 
supposing  the  commodities  of  a  country  to  be  equal  to  100,  and  its  money 
equal  to  2,  then  if  not  less  than  one  fiftieth  of  the  exports  in  payment  of  the 
subsidy  consisted  of  money,  prices  would  after  such  payment  be  the  same  as 
before  in  both  countries,  and  although  the  exchange  must  have  fallen  to  that 
limit  at  which  the  exportation  of  money  become  profitable,  it  would  im- 
mediately have  a  tendency  to  recover,  and  would  shortly  rise  to  par;  but  it  is 
precisely  because  less  than  this  proportion  of  money  will  be  exported  that  the 
exchange  will  continue  permanently  unfavourable  and  will  have  no  tendency 
to  rise,  more  than  it  will  have  to  fall. 

Perhaps  the  explanation  of  the  neglect  of  capital  movements  by  the 
early  classicists  is  to  be  associated  with  the  smaller  part  played  by 
these  movements  in  the  first  part  of  the  nineteenth  century  than  in  more 
recent  times.  Why,  it  may  be  asked,  is  capital  transferred  from  one 
country  to  another?  That  is,  why  does,  say,  Mr.  Jones  convert  his  sterling 
into  dollars?  The  answer  may  be  that  the  returns  abroad  may  be  higher 
on  capital  allowing  for  risks  taken  than  at  home,  and  Cairncross  has 
shown  that  this  was  generally  the  case  when  capital  moved  from  Great 
Britain  in  the  forty  to  fifty  years  before  World  War  I.  Again  the  failure  of 
capital  movements  from  this  country  to  assume  larger  proportions  after 

2  The  Works  and  Correspondence  of  David  Ricardo  (Sraffa,  ed. ),  1951-1952,  vol. 
VI,  pp.  73-74. 
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World  War  II  has  been  explained  frequently  by  the  high  returns  obtain- 
able in  the  United  States  and  the  great  risks  of  investing  abroad.  From 
a  national  viewpoint  there  may  be  additional  gains,  for  example,  as  has 
been  suggested  by  Cairncross  and  also  by  the  Marxists:  the  availability 
of  foreign  outlets  for  savings  contributed  to  increased  demand  for  British 
exports  and  shorter  depression  periods  for  the  British  in  the  nineteenth 
century. 

Whether  or  not  higher  returns  are  to  be  had  abroad  will  depend,  for 
example,  upon  the  profits  on  investments  abroad  as  compared  with 
profits  at  home,  the  tax  burden  on  these  profits  both  at  home  and 
abroad,  the  freedom  with  which  investors  abroad  are  allowed  to  bring 
their  profits  home  (a  matter  of  increasing  importance),  the  restrictions 
on  repatriating  capital,  and,  of  course,  on  anticipated  exchange  rates. 
For  example,  if  it  is  anticipated  that  the  pound  sterling  is  likely  to 
depreciate,  the  exportation  of  capital  becomes  more  profitable,  for  dollars 
may  be  purchased  at,  say,  $4  per  pound  and  each  dollar  may  be  brought 
back  at  twice  as  many  pounds  per  dollar  as  the  pound  depreciates  to 
$2;  each  dollar  now  purchases  twice  as  much  sterling. 

The  Transfer  Problem 

Keynes  was  not  so  sure  as  were  Taussig  and  other  neoclassicists  that 
large  sums  could  be  transferred  across  national  frontiers  without  serious 
effects  on  the  paying  country.  His  attention  was  first  attracted  to  this 
problem  by  the  large  reparations  demanded  of  Germany  following 
World  War  I.  In  the  interwar  period  he  was  also  greatly  impressed  by 
the  damage  done  to  the  British  economy  by  unimpeded  capital  ex- 
ports. In  attacking  both  problems,  Keynes  stressed  the  difficulty  of 
adapting  trade  to  the  required  transfers.  Among  the  obstacles  to  the 
achievement  of  an  equilibrium  position  were  the  rigidity  of  costs  and 
prices  (the  paying  country  seeks  to  expand  exports),  the  low  elasticity 
of  demand  for  the  products  of  the  paying  country  (that  is,  a  reduction 
in  price  does  not  yield  a  large  rise  of  sales),  the  introduction  of  re- 
strictionist  programs  by  the  receiving  countries  (i.e.,  their  unwillingness 
to  accept  payment),  and  the  failure  of  the  receiving  countries  to  put 
their  newly  acquired  gold  to  use.  (Keynes  rather  overemphasized  this 
point  as  far  as  the  United  States  was  concerned,  as  one  might  gather 
from  the  vast  expansion  of  bank  deposits  in  the  United  States  from  1914 
to  1929.)  The  expansion  may  have  been  inadequate  to  relieve  British 
monetary  authorities  of  the  fear  of  continued  losses  of  reserves,  but  it 
was  more  than  adequate  to  finance  a  great  boom  in  the  United 
States.  (More  on  this  later.)  Although  Keynes  tended  to  emphasize  the 
difficulties  of  price  adjustments,  he  also  underlined  the  relevance  of 
reduced  output,  which  resulted  in  fewer  resources  being  available  to  the 
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paying  nation  for  producing  export  commodities.  In  postwar  Germany 
the  loss  of  territory,  the  reduced  productivity  associated  with  lower 
standards  of  living,  and  destruction  of  plant  were  relevant;  in  interwar 
Britain  monetary  stringency  accompanying  the  excessive  outflow  of 
capital  brought  reduced  output.  Impressed  by  price  rigidities,  Keynes 
was  hopeful  that  a  depreciation  of  the  exchanges  might  at  least  overcome 
the  obstacle  of  price  rigidities,  for  a  depreciation  would  cut  world  prices 
of  British  exports  through  inflationary  policies  at  home.3 

By  this  we  mean  that  in  the  wake  of,  say,  British  depreciation,  prices 
in  domestic  currency  tend  to  rise;  e.g.,  per  unit,  imports  cost  more  in 
domestic  currency  and  exports  rise  in  price  in  domestic  currency.  British 
products  sold  for  dollars  yield  more  pounds  sterling  per  unit.  Also  the 
reduction  of  imports  (foreign  currencies  cost  more)  and  increase  of  ex- 
ports (domestic  currency  costs  less  abroad)  suggest  reduced  supplies 
and  higher  prices.  Hence  it  is  assumed  that,  say,  the  British  pound 
sterling  depreciates  by  50  per  cent  in  dollars  but  domestic  prices  in 
pounds  sterling  rise  by  25  per  cent;  hence  inflation  at  home  and  de- 
flationary pressures  abroad.4 

Trade  Adjusts  to  Capital  Movements? 

Whereas  Keynes,  relying  largely  on  the  classical  theory  of  adjustments, 
emphasized  the  difficulties  of  achieving  an  equilibrium  position  and 
whereas  Taussig,  using  the  same  approach,  found  that  trade  adjusted 
to  capital  or  reparations  payments  as  required  by  the  theory,  Ohlin, 
like  Taussig,  concluded  that  the  adjustments  would  be  made,  but  in- 
voked as  the  equilibrating  forces,  not  cost  and  price  adjustments,  but 
movements  of  purchasing  power  and  income.5 

Ohlin s  attack  can  briefly  be  summarized  as  follows:  A  reduction  of 
export  prices  in  country  B  which  lends  to  country  A  plays  a  relatively 
small  part  in  the  adjustment.  What  is  crucial  is  that  purchasing  power 
in  B  is  reduced  and  in  A  is  increased.  Hence  it  is  to  be  expected  that  total 
spending  will  decline  in  B  and  rise  in  A.  As  part  of  the  transfer  problem 
B  loses  reserves  and  A  gains;  the  reduction  of  purchasing  power  in 
B  and  rise  in  A  as  well  as  secondary  effects  on  income  will  be  related 
to  the  relative  changes  in  reserves;  and  income  being  cut  in  B  and  in- 
creased in  A  will  help  move  commodities  from  B  to  A  and  discourage 

3  See  J.  M.  Keynes,  Economic  Consequences  of  the  Peace,  1920;  Treatise  on 
Money,  1930,  vol.  I,  chap.  21. 

4  This  problem  is  discussed  fully  in  Chap.  11. 

5  See  the  famous  Keynes-Ohlin  debate  on  reparations  in  the  Economic  Journal, 
1928,  and  B.  Ohlin,  Interregional  and  International  Trade,  1933,  chaps.  19-22;  also 
cf.  A.  K.  Cairncross,  Home  and  Foreign  Investment,  1870-1913,  1953,  pp.  196—197, 
204.  The  author  finds  a  marked  causal  relation  between  exports  of  commodities  and 
those  of  capital. 
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movements  from  A  to  B.  Obviously  wrong-headed  monetary  policy  in  A 
may  interfere  with  the  expansion  of  purchasing  power  and  money  in  A. 

Writing  in  the  late  twenties,  Ohlin  did  not  introduce  fiscal  policy  as 
an  additional  weapon  that  might  have  contributed  toward  the  adjust- 
ment. A,  for  example,  might  have  experienced  a  rise  of  government 
spending,  and  possibly  in  part  loan  financed,  and  hence  eased  the  con- 
version of  money  into  spending.  It  is  of  some  significance  that  it  was 
Ohlin,  not  Keynes,  the  later  source  of  inspiration  for  the  widespread 
recourse  to  income  analysis,  who  in  the  late  twenties  appropriated  the 
income  approach. 

Crucial  in  the  Ohlin  analysis  is  the  contribution  of  sectional  price 
movements  toward  a  solution  of  the  problem.  In  B  (the  lending  nation), 
domestic  commodities  are  subjected  to  a  reduced  demand.  Hence  their 
prices  decline.  In  A,  domestic  commodities,  confronted  with  increased 
demand,  rise  in  price.  Hence  factors  of  production  move  out  of 
domestic  industries  in  B  and  into  these  industries  in  A.  Since  B  has 
less  purchasing  power,  her  demand  for  her  exportable  commodities  also 
falls,  but  this  is  made  up  in  part  by  the  increased  demand  for  B's  ex- 
ports by  A.  In  other  words,  though  all  prices  may  fall  in  B,  domestic 
prices  fall  more  than  others.  The  larger  the  percentage  of  B's  export 
commodities  sold  abroad,  the  less  export  prices  would  fall. 

It  has  generally  been  assumed  that  B's  export  prices  would  fall 
relatively  to  A's.  This  does  not  necessarily  follow,  for  it  depends  upon 
the  pattern  of  spending  of  the  purchasing  power  diverted  to  A  (and 
any  resultant  increase  of  spending)  as  against  the  effects  upon  B's 
spending  pattern  resulting  from  the  transfer  of  purchasing  power  from 
B.  It  is  possible  that  demand  may  improve  relatively  for  A's  exports. 
Many  years  ago  Wilson  showed  that  the  classical  assumption  of  a 
deterioration  in  the  terms  of  trade  for  the  lending  country  would  not 
necessarily  follow.6  The  classical  position  is,  however,  the  more  likely 
one.  Since  domestic  industries  become  less  profitable  in  B  (relatively) 
and  more  profitable  in  A,  factors  of  production  tend  to  move  out  of 
domestic  into  export  industries  in  B  and  out  of  export  into  domestic 
industries  in  A.  Hence,  in  response  to  the  reduced  purchasing  power  in 
B  and  the  rise  in  A  together  with  the  movement  of  factors  into  and  out  of 
export  industries  in  B  and  A,  respectively,  there  should  be  a  rise  of  ex- 
ports and  a  reduction  of  imports  for  B  and  a  reduction  of  exports  and  a 
rise  of  imports  for  A.  In  this  manner,  the  required  adjustments  to 
capital  movements  are  made:  B  pays  by  exporting  more  and  importing 
less;  A  receives  by  exporting  less  and  importing  more. 

In  contrast  to  Keynes's  position,  Ohlin  relies  much  less  on  the  elasticity 
of  demand  for  B's  exports  for  bringing  about  the  adjustments;  instead, 

6  R.  Wilson,  Capital  Imports  and  Terms  of  Trade,  1931. 
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he  stresses  the  production  and  sale  of  new  products  by  B  and  especially 
the  effects  of  shifts  of  purchasing  power  and  secondary  effects  on  in- 
come in  both  countries. 

Of  course,  in  so  far  as  factors  do  not  move  easily,  the  adjustment  will 
be  impeded:  Profits  will  rise  in  export  industries  in  B  relatively,  the 
output  of  export  commodities  will  be  relatively  deficient  and  of  domestic 
commodities  excessive,  and  in  A  the  shift  to  domestic  industries  will  be 
slowed  by  immobility.  It  should  be  noted  that  where,  as  tends  to  be  the 
case  in  underdeveloped  countries,  export  and  import  industries  are  very 
loosely  related,  the  effects  of  a  rise  in  purchasing  power  are  likely  to  be 
a  large  inflation  in  the  domestic  industries.  This  follows  from  the  low 
elasticity  of  supply  in  underdeveloped  countries  and  the  sluggish  move- 
ment of  factors  from  one  class  of  industry  to  another  related  to  it. 

In  Professor  Viner's  classic  study  of  Canadian  borrowing  in  the  early 
twentieth  century,  we  have  an  estimate  of  sectional  price  movements.7 
It  will  be  noted  that  Canadian  prices  rose  much  more  than  British  ( large 
loans  were  made  from  Great  Britain  to  Canada)  and  that  in  Canada, 
prices  of  domestic  commodities  rose  by  62  per  cent  as  compared  with  an 
increase  of  but  14  per  cent  in  import  prices  and  34  per  cent  in  export 
prices.  The  domestic  commodities  especially  felt  the  pressure  of  the 
additional  purchasing  power,  and  import  prices  rose  relatively  little 
because  of  the  transfer  of  purchasing  power  from  the  exporting  nations, 
the  inflow  of  supplies  associated  with  the  importation  of  capital,  and 
also  the  economies  of  scale  in  the  production  of  import  commodities. 

In  an  able  survey  of  the  Canadian  case,  Professor  Cairncross  suggests 
that  as  investments  and  exports  rise,  incomes  are  driven  up  so  that  "the 
Canadians  seek  to  make  an  exactly  equal  addition  to  their  savings  and 
expenditure  on  imports."8  The  rise  of  income  is  felt  especially  in  the 
demand  for  factors  in  the  construction  industries,  the  result  being  a 
general  upward  pressure  on  domestic  prices.  Labor  tends  to  move  from 
consumption  to  construction  industries  and  from  foreign  trade  to 
domestic-goods  industries.  The  last  are  the  most  profitable. 

It  is  clear  from  Keynes's  analysis  in  his  Treatise  that  the  thorny  prob- 
lem associated  with  capital  movements  revolves  around  the  failure  of 
trade  to  adjust  to  movements  of  capital.  The  neoclassical  approach  was 
to  emphasize  adjustments  through  gold  movements,  price  declines,  and 
reductions  of  wage  rates  in  the  lending  country  and  opposite  movements 
in  the  borrowing  country.  But  in  recent  years  emphasis  has  been  put 
upon  other  attacks  on  the  problem.  An  obvious  approach  is  to  raise  the 
rate  of  interest  in  the  lending  country,  thus  attracting  capital  from 
abroad  and  discouraging  the  outflow.  This  particular  attack  had,  how- 

TJ.  Viner,  Canada's  Balance  of  International  Indebtedness,  1900-1913,  1924. 
8  Cairncross,  op.  cit.,  pp.  43-48. 


Capital  Movements  and  the  Balance  of  Payments 


75 


Table   8-2.   Price   Indices,   Wholesale,   for   Canada,   United  Kingdom,   United 
States  in  Various  Years,  1900  to  1913 


Year 

Canada 
weighted 

World- 
Coats  's 
Index  (145 
commodi- 

Great Britain 

Labor  Dept. 

Board  of 

Trade 

United 
States 
un- 
weighted 

Canada  wholesale 
commodity  prices 

ties) 

weighted 

Domestic 

Import 

Export 

1900 

100.0 

100.0 

100.0 

100.0 

100.0 

100.0 

100.0 

1904 

104.5 

100.9 

98.2 

102.2 

119.1 

94.0 

104.0 

1908 

118.2 

109.4 

103.0 

111.1 

133.6 

99.5 

119.9 

1912 

136.0 

122.6 

114.9 

120.9 

161.8 

113.1 

138.8 

1913 

131.9 

121.2 

116.5 

122.3 

161.7 

114.1 

133.9 

source:  Adapted  from  Jacob  Viner,  Canada's  Balance  of  International  Indebtedness, 
1900-1918,  1924,  pp.  217-230.  See  original  for  notes  and  methods. 


ever,  become  part  of  the  classical  literature  by  the  second  half  of  the 
nineteenth  century.  Its  potency  has  been  questioned  on  the  grounds  that 
the  movement  of  capital  is  determined  primarily  by  considerations  other 
than  the  rate  of  interest,  a  point  emphasized  by  the  increased  importance 
of  movements  of  hot  money.  Yet  as  late  as  the  1920s  the  United  States 
reduced  its  rate  of  interest  as  a  means  of  stopping  the  inflow  of  capital 
into  this  country  and  encouraging  the  export  to  Europe,  and  even  in 
1955  the  British  have  had  recourse  to  higher  rates  of  interest  in  order 
to  attract  capital.  But  this  is  a  technique  that  can  be  used  without  serious 
danger  only  in  periods  of  high  or  overhigh  employment  and  then  with 
caution,  for  the  net  effect  may  well  be  a  deterioration  of  economic 
conditions.  Reduced  supplies  of  money  and  the  higher  rates  of  interest 
which  tend  to  cut  monetary  supplies  are  likely  to  reduce  output  and  in- 
crease unemployment. 

The  impotency  and  the  costliness  of  this  weapon  explain  in  part  the 
increased  emphasis  upon  two  other  weapons,  namely,  adjustments  in 
exchange  rates  and  the  use  of  controls.  (I  am  not  discussing  the  use  of 
fiscal  policy  here,  though  this  approach  may  be  used;  for  example,  higher 
taxes  may  reduce  income  in  the  exporting  country  and  thus  reduce 
savings  and  export  of  capital. )  But  here  again  one  must  be  cautious  lest 
in  roasting  the  pig  the  house  be  burned  down.  It  should  be  said  of  all 
these  correctives,  inclusive  of  price,  wage,  and  exchange  adjustments,  that 
as  a  result  of  attempts  to  use  them  in  order  to  bring  an  adjustment  in 
trade  to  conform  to  capital  movements,  there  is  a  great  danger  that  the 
reductions  in  costs,  wages,  and  exchange  rates  will  be  carried  too  far 
because  of  the  time  required  to  increase  exports  and  reduce  imports. 
There  is,  therefore,  a  case  for  the  monetary  authority  interfering  through 
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the  sale  of  dollars,  say,  in  Great  Britain  in  order  to  prevent  excessive 
deterioration  in  the  terms  of  trade  and  especially  internal  deflation.9 
This  danger  of  excessive  adjustments  to  a  temporary  situation  is 
especially  to  be  watched  when  the  capital  movements  are  of  the  hot- 
money  variety,  for  example,  movements  in  response  to  fears  of  devalua- 
tion or  political  and  military  events. 

The  use  of  controls  has  a  special  appeal  because  capital  movements 
may  require  adjustments  in  the  economy  that  are  likely  to  be  costly  if 
minimum  reserves  are  to  be  retained.  There  is  today  widespread  agree- 
ment that  the  use  of  controls  to  stop  or  moderate  the  outflow  of  capital 
is  frequently  justified,  but  the  case  for  interference  of  this  kind  is  much 
stronger  when  the  outward  movement  is  hot  capital.  Even  the  more 
normal  type  of  capital,  however,  may  be  exported  excessively,  given 
the  rigidities  in  the  economy,  the  needs  of  capital  at  home,  and  the  costs 
involved  in  a  deterioration  in  the  terms  of  trade  accompanying  the  free 
export  of  capital. 

Perhaps  a  word  should  be  said  concerning  actual  experiences  with 
adjustments.  The  Canadian  case,  in  a  general  way,  with  some  reserva- 
tions about  how  purchasing  power  was  transferred,  seemed  to  lend  sup- 
port to  the  classical  position,  and  sectional  price  movements  conformed 
to  Ohlin's  expectations.  But  German  reparations  were  never  paid;  new 
loans  greatly  exceeded  reparation  payments.  Here  there  was  no  real 
opportunity  to  check  the  results.  Post- World  War  II  experience  suggests 
that  serious  problems  of  adjustment  may  arise  when  a  great  burden  is 
put  on  the  adjustment  process,  and  it  may  be  said  of  this  experience 
that  what  was  required  was  a  rise  of  capital  exports  by  this  country 
to  finance  the  large  demands  for  United  States  exports  by  dollar-short 
countries.  This  expansion  of  capital  was  not  forthcoming. 

Reconciliation  of  Internal  and  External  Balance 

Once  the  balance  of  payments  becomes  adverse,  the  authorities  have 
to  weigh  the  effects  of  any  given  policy  upon  the  internal  as  well  as 
the  external  balance.  For  example,  country  A  may  suffer  from  an  adverse 
balance  of  payments  as  a  result  of  depression  abroad,  with  a  resultant 
reduction  of  foreign  sales.  The  classic  method  of  correcting  an  adverse 
balance  of  payments  is  to  reduce  costs  through  a  wage  deflation  or 
(later)  through  a  depreciation  of  the  exchanges.  More  recently  the  em- 
phasis has  been  on  income  policy  with  the  control  of  income  through 
fiscal  policy,  for  example,  a  rise  of  taxes  or  a  reduction  of  public  ex- 
penditures, and  integrated  with  monetary  policy,  for  example,  reduced 
supplies  of  money  and  higher  rates  of  interest.  In  the  midst  of  an  ad- 
verse balance  of  payments  imports  associated  with  the  fall  of  incomes 

9  Cf.  S.  E.  Harris,  Exchange  Depreciation,  1936,  chap.  15. 
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contract.  But  in  having  recourse  to  financial  policy,10  the  authorities  must 
also  consider  the  effects  upon  the  internal  balance.  For  example,  a  policy 
of  contraction  which  might  solve  the  problem  of  external  balance  for  A 
may  be  the  wrong  policy  if  A  is  experiencing  a  condition  of  under- 
employment, for  then  employment  would  be  further  reduced. 

The  best  systematic  treatment  of  the  issues  raised  when  two  countries 
are  confronted  with  the  problems  of  reconciling  their  internal  and  ex- 
ternal balances  (and  discussed  above)  is  to  be  found  in  Professor 
Meade's  excellent  treatment.11  The  Meade  treatment  is  well  summarized 
in  Table  8-3. 

Table  8-3.  Conflicts  of  Criteria  for  Inflationary  and  Deflationary 
Financial  Policies 
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In  this  table  it  will  be  noted  there  are  four  rows,  the  first  suggesting 
alternative  policies  to  achieve  internal  and  external  balance  when  na- 
tional income  is  too  low  in  both  countries.  In  other  words,  depression 
prevails  everywhere.  Obviously  to  achieve  external  balance  the  country 

10  A  term  used  by  Meade  to  include  monetary  and  fiscal  policies  directed  to  in- 
fluence domestic  expenditures. 

11  J.  E.  Meade,  The  Balance  of  Payments,  1952,  p.  117. 


78  Money,  Capital  Movements,  and  the  Balance  of  Payments 

with  a  surplus  in  its  international  account  must  inflate  its  income,  e.g., 
through  deficit  financing,  and  this  policy  by  the  surplus  country  would 
reduce  or  eliminate  its  surplus  in  the  balance  of  payments,  thus  bringing 
both  surplus  and  deficit  countries  closer  to  equilibrium  in  their  inter- 
national accounts.  For  the  surplus  country  (S)  the  effect  will  be  just 
what  is  wanted  at  home:  increased  income  and  employment  and  reduced 
unemployment.  Hence,  not  only  is  S+  (inflation  of  domestic  expendi- 
tures in  the  surplus  country)  correct  policy  for  both  internal  and  ex- 
ternal balance  and  hence  the  S+  in  1c,  Id,  and  le,  but  there  is  a  con- 
sistency of  required  policies  for  achieving  external  and  internal  balance 
for  the  surplus  (S)  country.  In  short,  in  the  midst  of  a  world  depression 
the  surplus  country  has  special  responsibilities  to  expand. 

But  what  about  the  deficit  country  (D)?  To  move  toward  external 
balance,  D  must  contract  its  income,  the  result  being  a  reduction  of  in- 
come and  of  imports  and  hence  a  decline  in  the  adverse  balance.  Un- 
fortunately the  proposed  policy  for  external  balance  is  exactly  the  wrong 
policy  for  bringing  about  internal  balance.  Obviously  contraction  is  not 
the  medicine  when  D  is  suffering  from  depression.  Hence  there  is  a 
serious  conflict  for  D,  and  much  therefore  depends  upon  the  correct 
policies  of  S,  and  failing  to  achieve  internal  and  external  equilibrium 
through  the  proper  policies  of  S,  then  D  would  have  to  concentrate  on 
the  needs  of  her  internal  situation  and  depend  on  foreign  loans  and 
controls  to  keep  the  expansionist  policy  demanded  by  the  internal 
situation  from  bringing  about  a  catastrophic  condition  in  her  interna- 
tional accounts,  for  imports  would  tend  to  rise  excessively. 

The  three  other  cases  (i.e.,  low  national  income  in  S  and  high  in 
D  and  high  income  in  S  with  low  and  high  income  in  D  successively) 
also  raise  serious  problems,  but  Meade  finds  that  it  is  possible  to  recon- 
cile internal  and  external  requirements  reasonably  well  in  all  instances 
but  in  row  3.  This  is  the  case  where  national  income  is  high  in  S  and  low 
in  D.  To  achieve  external  balance,  again  there  should  be  an  inflation 
of  domestic  expenditures  in  S  and  a  deflation  in  D  as  in  row  1.  But  to 
induce  internal  balance  in  S,  both  S  and  D  should  reduce  domestic  ex- 
penditures; for  internal  balance  in  the  deficit  country,  which  is  an 
underemployed  economy,  both  countries  should  inflate  expenditures. 
Hence  a  correct  policy  for  S's  external  needs  is  the  wrong  policy  for  her 
internal  situation,  for  the  rise  of  domestic  expenditures  which  would 
correct  the  active  balance  would  further  inflate  the  internal  situation 
and  D  would  find  that  the  reduction  of  domestic  expenditures  needed 
for  external  policy  would  further  contract  an  already  underemployed 
economy. 

In  a  later  chapter  Professor  Meade  also  considers  the  alternative 
policies  in  the  same  four  cases  when  the  authorities  have  at  their  dis- 
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posal  not  only  the  modern  weapon  of  variations  in  domestic  expenditures 
through  fiscal  and  monetary  policies  but  also  the  price  weapons,  e.g., 
wage  cutting  and  exchange  depreciation.  For  the  deficit  country  the  way 
out  of  external  imbalance  through  price  measures  is,  of  course,  a  re- 
duction of  wages  or  exchange  depreciation,  but  again  the  conflict  of 
external  and  internal  objectives  must  be  watched.  It  is  possible  to  use 
financial  policy  for  the  preservation  of  internal  balance  and  pricing 
policy  for  the  preservation  of  external  balance  or  vice  versa.12 

12  See  ibid.,  especially  pp.  156-162. 
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Introduction 

The  next  four  chapters  are  concerned  with  the  relation  of  money  and 
trade.  The  major  problems  are  the  part  played  by  money  in  bringing 
about  international  adjustments  related  to  such  developments  as  changes 
in  demand,  real  costs,  and  capital  movements  and  the  objectives  of 
monetary  policy  in  so  far  as  they  react  upon  international  economic 
relations.  The  last  is  particularly  important.  Up  until  the  last  generation 
the  primary,  and  frequently  the  only,  objective  of  monetary  policy  was 
to  achieve  international  equilibrium,  but  now  other  objectives  are  taking 
precedence — those  of  strengthening  and  expanding  the  domestic  economy 
and  particularly  of  increasing  employment  and  output.  This  is,  indeed, 
a  revolution  in  policy.  As  part  of  the  new  policy  there  is  an  increased 
tendency  to  use  fiscal  policy  as  a  major  weapon  in  the  determination  of 
prices  and  output.  The  new  emphasis  on  fiscal  policy  (i.e.,  controlling 
prices,  output,  and  employment  through  government  tax  and  spending 
policies)  stems  from  dissatisfaction  with  the  contribution  of  monetary 
policy,  especially  in  periods  of  underemployment.  In  the  underdeveloped 
countries,  where  well-organized  money  markets  are  not  to  be  found,  the 
appeal  of  fiscal  policy  is  even  greater  than  in  the  developed  countries. 

The  Natural  Distribution  of  the  Precious  Metals 

At  the  outset  I  should  say  that  the  whole  concept  of  monetary  policy 
was,  in  a  sense,  foreign  to  classical  economics.  The  general  view  was 
that  economic  analysis  is  first  carried  out  under  conditions  of  barter  and 
then  money  is  introduced.  But  the  outcome  is  no  different  under  a  barter 
than  under  a  money  economy.  No  better  statement  of  this  view  is  to  be 
found  than  in  Mill's  classic  volume.1 

1  J.  S.  Mill,  Principles  of  Political  Economy  (Ashley,  ed.),  1920,  pp.  619-621. 
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We  shall  not  be  surprised,  therefore,  if  we  find  that  international  values  also 
are  determined  by  the  same  causes  under  a  money  and  bill  system,  as  they 
would  be  under  a  system  of  barter;  and  that  money  has  little  to  do  in  the 
matter,  except  to  furnish  a  convenient  mode  of  comparing  values. 

All  interchange  is,  in  substance  and  effect,  barter:  whoever  sells  com- 
modities for  money,  and  with  that  money  buys  other  goods,  really  buys  those 
goods  with  his  own  commodities.  And  so  of  nations;  their  trade  is  a  mere 
exchange  of  exports  for  imports;  and  whether  money  is  employed  or  not, 
things  are  only  in  their  permanent  state  when  the  exports  and  imports 
exactly  pay  for  each  other.  When  this  is  the  case,  equal  sums  of  money  are 
due  from  each  country  to  the  other,  the  debts  are  settled  by  bills,  and  there 
is  no  balance  to  be  paid  in  the  precious  metals.  The  trade  is  in  a  state  like 
that  which  is  called  in  mechanics  a  condition  of  stable  equilibrium.   .   .  . 

When,  therefore,  the  state  of  prices  is  such  that  the  equation  of  international 
demand  cannot  establish  itself,  the  country  requiring  more  imports  than  can 
be  paid  for  by  the  exports;  it  is  a  sign  that  the  country  has  more  of  the 
precious  metals  or  their  substitutes  in  circulation,  than  can  permanently 
circulate,  and  must  necessarily  part  with  some  of  them  before  the  balance  can 
be  restored.  The  currency  is  accordingly  contracted:  prices  fall,  and  among 
the  rest,  the  prices  of  exportable  articles;  for  which,  accordingly,  there  arises, 
in  foreign  countries,  a  greater  demand:  while  imported  commodities  have 
possibly  risen  in  price,  from  the  influx  of  money  into  foreign  countries,  and  at 
all  events  have  not  participated  in  the  general  fall.  But  until  the  increased 
cheapness  of  English  goods  induces  foreign  countries  to  take  a  greater 
pecuniary  value,  or  until  the  increased  dearness  (positive  or  comparative)  of 
foreign  goods  makes  England  take  a  less  pecuniary  value,  the  exports  of 
England  will  be  no  nearer  to  paying  for  the  imports  than  before,  and  the 
stream  of  the  precious  metals  which  had  begun  to  flow  out  of  England,  will 
still  flow  on.  This  efflux  will  continue,  until  the  fall  of  prices  in  England  brings 
within  reach  of  the  foreign  market  some  commodity  which  England  did  not 
previously  send  thither;  or  until  the  reduced  prices  of  the  things  which  she 
did  send,  has  forced  a  demand  abroad  for  a  sufficient  quantity  to  pay  for 
the  imports,  aided,  perhaps,  by  a  reduction  of  the  English  demand  for  foreign 
goods,  through  their  enhanced  price,  either  positive  or  comparative. 

Now  this  is  the  very  process  which  took  place  on  our  original  supposition 
of  barter.  Not  only,  therefore,  does  the  trade  between  nations  tend  to  the 
same  equilibrium  between  exports  and  imports,  whether  money  is  employed 
or  not,  but  the  means  by  which  this  equilibrium  is  established  are  essentially 
the  same.  The  country  whose  exports  are  not  sufficient  to  pay  for  her  imports, 
offers  them  on  cheaper  terms,  until  she  succeeds  in  forcing  the  necessary 
demand:  in  other  words,  the  Equation  of  International  Demand,  under  a 
money  system  as  well  as  under  a  barter  system,  is  the  law  of  international 
trade.  Every  country  exports  and  imports  the  very  same  things,  and  in  the 
very  same  quantity,  under  the  one  system  as  under  the  other.  In  a  barter 
system,  the  trade  gravitates  to  the  point  at  which  the  sum  of  the  imports 
exactly  exchanges  for  the  sum  of  the  exports:  in  a  money  system,  it  gravitates 
to  the  point  at  which  the  sum  of  the  imports  and  the  sum  of  the  exports 


82  Money,  Capital  Movements,  and  the  Balance  of  Payments 

exchange  for  the  same  quantity  of  money.  And  since  things  which  are  equal 
to  the  same  thing  are  equal  to  one  another,  the  exports  and  imports  which  are 
equal  in  money  price  would,  if  money  were  not  used,  precisely  exchange  for 
one  another. 

The  latter  part  of  this  quotation  suggests  the  manner  in  which  through 
gold  and  price  movements  a  position  of  disequilibrium  is  converted  into 
one  of  equilibrium.  This  particular  theory  has  had  a  long  history  and, 
subject  to  various  reservations,  still  plays  a  crucial  part  in  the  theory  of 
international  trade.  The  classic  statement  goes  back  to  Hume.2 

Nothing  can  be  more  entertaining  on  this  head  than  Dr.  SWIFT;  an 
author[2a]  so  quick  in  discerning  the  mistakes  and  absurdities  of  others.  He  says, 
in  his  short  view  of  the  state  of  IRELAND,  that  the  whole  cash  of  that 
kingdom  formerly  amounted  but  to  500,000 £.;  that  out  of  this  the  IRISH 
remitted  every  year  a  neat  million  to  ENGLAND,  and  had  scarcely  any  other 
source  from  which  they  could  compensate  themselves,  and  little  other  foreign 
trade  than  the  importation  of  FRENCH  wines,  for  which  they  paid  ready 
money.  The  consequence  of  this  situation,  which  must  be  owned  to  be  dis- 
advantageous, was,  that,  in  a  course  of  three  years,  the  current  money  of 
IRELAND,  from  500,000  £.  was  reduced  to  less  than  two.  And  at  present,  I 
suppose,  in  a  course  of  30  years  it  is  absolutely  nothing.  Yet  I  know  not  how, 
that  opinion  of  the  advance  of  riches  in  IRELAND,  which  give  the  Doctor 
so  much  indignation,  seems  still  to  continue,  and  gain  ground  with  everybody. 

In  short,  this  apprehension  of  the  wrong  balance  of  trade,  appears  of  such 
a  nature,  that  it  discovers  itself,  wherever  one  is  out  of  humour  with  the 
ministry,  or  is  in  low  spirits;  and  as  it  can  never  be  refuted  by  a  particular 
detail  of  all  the  exports,  which  counterbalance  the  imports,  it  may  here  be 
proper  to  form  a  general  argument,  that  they  may  prove  the  impossibility  of 
this  event,  as  long  as  we  preserve  our  people  and  our  industry. 

Suppose  four-fifths  of  all  the  money  in  GREAT  BRITAIN  to  be  annihilated 
in  one  night,  and  the  nation  reduced  to  the  same  condition,  with  regard  to 
specie,  as  in  the  reigns  of  the  HARRYS  and  EDWARDS,  what  would  be  the 
consequence?  Must  not  the  price  of  all  labour  and  commodities  sink  in  pro- 
portion, and  everything  be  sold  as  cheap  as  they  were  in  those  ages?  What 
nation  could  then  dispute  with  us  in  any  foreign  market,  or  pretend  to 
navigate  or  to  sell  manufactures  at  the  same  price,  which  to  us  would  afford 
sufficient  profit?  In  how  little  time,  therefore,  must  this  bring  back  the  money 
which  we  had  lost,  and  raise  us  to  the  level  of  all  the  neighbouring  nations? 
Where,  after  we  have  arrived,  we  immediately  lose  the  advantage  of  the 
cheapness  of  labour  and  commodities;  and  the  farther  flowing  in  of  money 
is  stopped  by  our  fulness  and  repletion. 

2  David  Hume,  Essays:  Moral,  Political  and  Literary  (Green  and  Gros,  eds. ),  1875, 
vol.  I,  pp.  332-333. 

2a  [Editions  H  and  I  read:  An  author,  who  has  more  humour  than  knowledge,  more 
taste  than  judgment,  and  more  spleen,  prejudice,  and  passion  than  any  of  these 
qualities.] 
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Again,  suppose,  that  all  the  money  of  GREAT  BRITAIN  were  multiplied 
fivefold  in  a  night,  must  not  the  contrary  effect  follow?  Must  not  all  labour 
and  commodities  rise  to  such  an  exorbitant  height,  that  no  neighbouring 
nations  could  afford  to  buy  from  us;  while  their  commodities,  on  the  other 
hand,  became  comparatively  so  cheap,  that,  in  spite  of  all  the  laws  which 
could  be  formed,  they  would  be  run  in  upon  us,  and  our  money  flow  out;  till 
we  fall  to  a  level  with  foreigners,  and  lose  that  great  superiority  of  riches, 
which  had  laid  us  under  such  disadvantages? 

In  classical  theory,  it  was  held  that  there  was  a  natural  distribution 
of  the  precious  metals  which  was  related  to  the  economic  strength  of 
countries.  Through  monetary  policy,  it  was  held,  this  distribution  could 
not  be  changed.  The  supply  of  precious  metals  held  by  a  country  and 
hence  its  price  levels  depend  upon  real  factors,  e.g.,  the  products 
produced  and  demand  for  international  commodities  at  home  and 
abroad.  Ricardo  expressed  the  classical  view  as  follows:3 

The  precious  metals  employed  for  circulating  the  commodities  of  the  world, 
previously  to  the  establishment  of  banks,  have  been  supposed  by  the  most 
approved  writers  on  political  economy  to  have  been  divided  into  certain 
proportions  among  the  different  civilized  nations  of  the  earth,  according  to  the 
state  of  their  commerce  and  wealth,  and  therefore  according  to  the  number 
and  frequency  of  the  payments  which  they  had  to  perform.  While  so  divided 
they  preserved  every  where  the  same  value,  and  as  each  countrv  had  an 
equal  necessity  for  the  quantity  actually  in  use,  there  could  be  no  temptation 
offered  to  either  for  their  importation  or  exportation.   .   .  . 

If  in  the  progress  towards  wealth,  one  nation  advanced  more  rapidly  than 
the  others,  that  nation  would  require  and  obtain  a  greater  proportion  of  the 
money  of  the  world.  Its  commerce,  its  commodities,  and  its  pavments,  would 
increase,  and  the  general  currency  of  the  world  would  be  divided  according 
to  the  new  proportions.  All  countries  therefore  would  contribute  their  share 
to  this  effectual  demand. 

In  stressing  the  natural  distribution  and  the  neutral  effects  of  money, 
Ricardo  and  Mill  reflected  the  strong  reaction  of  classical  economics 
against  mercantilist  economies  of  the  sixteenth  to  eighteenth  centuries 
which  had  stressed  the  large  difference  made  by  money  in  influencing 
prices,  the  rate  of  interest,  employment,  output,  and  trade.  Devaluations, 
a  mercantilist  approach,  as  Hawtrey  has  shown,  were  a  required  tech- 
nique to  assure  each  country  its  fair  share  of  the  precious  metals.  It 
was  only  necessary  to  raise  the  mint  price  of  an  ounce  of  gold  by  X 
per  cent  for  the  British  to  attract  an  increased  supply  of  gold,  especially 
since  commodity  prices  reacted  slowly.  The  value  of  gold  in  Britain 
would  rise  greatly,  for  its  price  would  rise  more  than  prices  of  com- 

3  The  Works  and  Correspondence  of  David  Ricardo  (Sraffa,  ed. ),  1951-1952, 
vol.  Ill,  pp.  52—53.  ( Hereafter  referred  to  as  Ricardo. ) 
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modities  for  which  it  exchanged.  In  order  to  carry  through  more  trans- 
actions with  the  rise  of  output  under  a  monetary  economy,  it  was  essen- 
tial to  obtain  more  precious  metals.  A  pound  sterling  had  at  one  time 
been  a  pound  of  silver.  The  effects  of  successive  devaluations  is  reflected 
in  the  fact  that  the  pound  sterling  of  1955  is  equal  to  but  one  two- 
hundredth  of  a  pound  of  gold.  In  making  devaluations  much  more 
fashionable  and  in  stressing  the  relation  of  money  to  interest  rates  and 
output,  monetary  authorities  today  are  to  some  extent  embracing  the 
mercantilist  theories  repudiated  by  the  classical  economists. 

One  may  be  sure  that  the  theory  of  a  natural  distribution  of  the 
precious  metals  played  a  significant  part  in  the  theory  and  practice  of 
money.  Thus,  Lord  Overstone  (then  S.  J.  Loyd),  the  staunch  supporter 
of  rigid  issues,  testified  as  follows  before  a  Select  Committee  of  the 
House  of  Commons  on  Banks  of  Issue,  1840 :4 

Why  do  you  not  include  deposits  in  your  definition  of  circulation? — To 
answer  that  question,  I  believe  I  must  be  allowed  to  revert  to  first  principles. 
The  precious  metals  are  distributed  to  the  different  countries  of  the  world  by 
the  operation  of  particular  laws,  which  have  been  investigated  and  are  now 
well  recognized.  Those  laws  allot  to  each  country  a  certain  portion  of  the 
precious  metals,  which,  whilst  other  things  remain  unchanged,  remains  itself 
unchanged.  The  precious  metals,  converted  into  coin,  constitute  the  money  of 
each  country.  That  coin  circulates  sometimes  in  kind;  but  in  highly  advanced 
countries  it  is  represented  to  a  certain  extent,  by  paper  notes,  promising  to 
pay  the  coin  to  bearer  on  demand;  these  notes  being  of  such  a  nature,  in 
principle,  that  the  increase  of  them  supplants  coin  to  an  equal  amount.  Where 
those  notes  are  in  use,  the  metallic  coin,  together  with  those  notes,  con- 
stitutes the  money  or  currency  of  that  country.  Now,  this  money  is  marked 
by  certain  distinguishing  characteristics;  first  of  all,  that  its  amount  is  deter- 
mined by  the  laws  which  apportion  the  precious  metals  to  the  different 
countries  of  the  world;  secondly,  that  it  is  in  every  country  the  common 
measure  of  the  value  of  all  other  commodities,  the  standard  by  reference  to 
which  the  value  of  every  other  commodity  is  ascertained,  and  every  contract 
fulfilled;  and  thirdly,  it  becomes  the  common  medium  of  exchange  for  the 
adjustment  of  all  transactions,  equally  at  all  times,  between  all  persons,  and 
in  all  places.  It  has  further  the  quality  of  discharging  those  functions  in  endless 
succession.  Now,  I  conceive,  that  neither  deposits  nor  bills  of  exchange 
in  any  way  whatever  possess  those  qualities.  In  the  first  place,  the  amount 
of  them  is  not  determined  by  the  laws  which  determine  the  amount  of  the 
precious  metals  in  each  country;  in  the  second  place,  they  will  in  no  respect 
serve  as  a  common  measure  of  value,  or  a  standard  by  reference  to  which 
we  can  measure  the  relative  values  of  all  other  things;  and  in  the  next  place, 
they  do  not  possess  that  power  of  universal  exchangeability  which  belongs  to 
the  money  of  the  country.   .  .  . 

4T.  E.  Gregory  (ed. ),  Select  Statutes,  Documents  and  Reports  Relating  to  British 
Banking,  1832-1928,  1929,  vol.  I,  pp.  28-29. 
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The  Gold  Standard  and  the  Currency  School 

From  the  classical  theory  of  the  distribution  of  the  precious  metals, 
it  is  not  a  long  step  to  the  gold  standard,  under  which  the  monetary 
authority  sets  the  price  of  an  ounce  of  gold  in  its  currency  and  other 
monetary  authorities  do  likewise.  Then  if  an  ounce  of  gold  is  priced  at 
£12  in  Great  Britain  and  fr.  12,000  in  France,  £1  =  fr.  1,000.  It  should 
be  observed,  however,  that  in  rigidly  fixing  the  price  of  an  ounce  of 
gold,  the  government  was  in  fact  interfering  with  the  freedom  of  the 
market  (i.e.,  exchange  rates  are  not  allowed  to  fluctuate  in  response  to 
supply  and  demand),  and  in  this  sense  the  gold  standard  is  not  com- 
patible with  the  laissez-faire  philosophy  upon  which  classical  economics 
was  built. 

In  its  early  form  the  gold  standard  implied  a  circulation  of  gold  only 
or  else  a  circulation  of  gold  and  paper  that  would  equal  that  of  gold  in 
the  absence  of  paper  money.  With  bank  notes  convertible  into  gold,  it 
was  expected  that  unfavorable  balance  of  payments  would  not  originate 
from  excessive  issue  of  Bank  of  England  or  other  bank  notes.  The  first 
great  test  occurred  during  the  Napoleonic  Wars,  when  great  demands 
of  the  government  forced  upon  the  Bank  of  England  inconvertibility  of 
its  bank  notes  and  a  premium  on  gold.  In  the  famous  Bullion  Report  of 
1810,  the  premium  on  gold  and  the  rise  of  prices  were  associated  with  the 
excessive  issue  of  notes  once  the  restraint  imposed  by  convertibility  had 
been  removed.  Ricardo  had  written:  "I  cannot  help  thinking  that  there 
is  no  unfavorable  exchange  which  may  not  be  corrected  by  a  diminution 
in  the  amount  of  the  currency,  and  I  consider  this  to  afford  proof  that 
the  currency  must  be  redundant  for  a  time  at  least."5 

Numerous  witnesses  before  the  Select  Committee  on  the  High  Price  of 
Bullion  insisted  that  the  cause  of  the  fall  of  sterling  lay  in  the  large 
rise  of  imports.  But  the  Committee  answered  that  "the  difference  of 
exchange  resulting  from  the  state  of  trade  and  payments  between  two 
countries  is  limited  by  the  expense  of  conveying  and  insuring  the  precious 
metals  from  one  country  to  the  other.  .  .  .  "6  The  Committee  then  went 
on  to  show  that  the  depreciation  greatly  exceeded  the  expense  of 
shipping  gold  (now  referred  to  as  the  difference  between  par  and  the 
gold  export  point).7 

Before  its  notes  had  been  made  inconvertible  in  1797  by  order  of 
the  government,  the  Bank  would  watch  its  loss  of  reserves  and  take  cor- 
rective action.  But  now  it  was  relieved  of  this  responsibility:8 

5  Ricardo  s  Letters  to  Malthus,  vol.  XII. 

6  The  Paper  Pound  of  1797—1821:  A  Reprint  of  the  Bullion  Report  (Carman,  ed.), 
1919,  pp.  17-18,  24. 

7  Ibid.,  especially  pp.  31-32. 
sIbid.,  p.  45. 
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It  was  a  necessary  consequence  of  the  suspension  of  cash  payments,  to 
exempt  the  Bank  from  the  drain  of  Gold,  which,  in  former  times,  was  sure 
to  result  from  an  unfavourable  Exchange  and  a  high  price  of  Bullion.  And 
the  Directors,  released  from  all  fears  of  such  a  drain,  and  no  longer  feeling 
any  inconvenience  from  such  a  state  of  things,  have  not  been  prompted  to 
restore  the  Exchanges  and  the  price  of  Gold  to  their  proper  level  by  a  reduc- 
tion of  their  advances  and  issues.  The  Directors,  in  former  times,  did  not 
perhaps  perceive  and  acknowledge  the  principle  more  distinctly  than  those 
of  the  present  day,  but  they  felt  the  inconvenience,  and  obeyed  its  impulse; 
which  practically  established  a  check  and  limitation  to  the  issue  of  paper. 
In  the  present  times,  the  inconvenience  is  not  felt;  and  the  check,  accordingly, 
is  no  longer  in  force.  But  Your  Committee  beg  leave  to  report  it  to  the  House 
as  their  most  clear  opinion,  that  so  long  as  the  suspension  of  Cash  Payments 
is  permitted  to  subsist,  the  price  of  Gold  Bullion  and  the  general  Course  of 
Exchange  with  Foreign  Countries,  taken  for  any  considerable  period  of  time, 
form  the  best  general  criterion  from  which  anv  inference  can  be  drawn,  as  to 
the  sufficiency  or  excess  of  paper  currency  in  circulation;  and  that  the  Bank 
of  England  cannot  safely  regulate  the  amount  of  its  issues,  without  having 
reference  to  the  criterion  presented  by  these  two  circumstances. 

Then  the  Committee  contended  that  no  officials  could  be  trusted  to 
provide  the  country  with  the  amount  of  circulation  needed  by  trade.  The 
greater  faith  reposed  in  market  forces  than  in  human  judgment  is  well 
put  in  the  following  passage:9 

The  most  detailed  knowledge  of  the  actual  trade  of  the  Country,  combined 
with  the  profound  science  in  all  the  principles  of  Money  and  Circulation, 
would  not  enable  any  man  or  set  of  men  to  adjust,  and  keep  always  adjusted, 
the  right  proportion  of  circulating  medium  in  a  country  to  the  wants  of  trade. 
When  the  currency  consists  entirely  of  precious  metals,  or  of  paper  convertible 
at  will  into  the  precious  metals,  the  natural  process  of  commerce,  by  estab- 
lishing Exchanges  among  all  the  different  countries  of  the  world,  adjusts,  in 
every  particular  country,  the  proportion  of  circulating  medium  to  its  actual 
occasions,  according  to  that  supply  of  the  precious  metals  which  the  mines 
furnish  to  the  general  market  of  the  world.  The  proportion,  which  is  thus 
adjusted  and  maintained  by  the  natural  operation  of  commerce,  cannot  be 
adjusted  by  any  human  wisdom  or  skill.  If  the  natural  system  of  currency  and 
circulation  be  abandoned,  and  a  discretionary  issue  of  paper  money  substituted 
in  its  stead,  it  is  vain  to  think  that  any  rules  can  be  advised  for  the  exact 
exercise  of  such  a  discretion;  though  some  cautions  may  be  pointed  out  to 
check  and  control  its  consequences,  such  as  are  indicated  by  the  effect  of  an 
excessive  issue  upon  Exchanges  and  the  price  of  Gold. 

In  the  deliberations  recorded  in  the  Bullion  Report  the  simple 
quantity  theory  of  money  seemed  to  win  wide  acceptance,  and  the 
relation  of  excessive  money  supplies  to  the  adverse  foreign  exchanges 
won  wide  acceptance.  Yet  in  1803  Henry  Thornton  had  written  a  dis- 

9  Ibid.,  pp.  52-53. 


Gold,  Money,  and  Trade:  Bullion  Report  and  the  Bank  Act  of  1844     87 

tinguished  book  in  which  he  showed  that  no  simple  relation  of  money 
and  prices  prevailed,  that  the  creation  of  money  often  was  accompanied 
by  a  rise  of  output  up  to  a  point  that  offset  the  increase  of  money,  that 
what  was  important  was  not  the  supply  of  money  but  the  rate  at  which 
it  circulated,  and  that  an  adverse  balance  of  payments  was  an  occasion 
for  overissue  as  well  as  monetary  policy  at  home.10 

Parallels  in  the  Post-World  War  I  Period 

One  hundred  years  later,  following  World  War  I,  similar  issues  arose. 
Again  the  responsibility  was  placed  upon  excessive  short-term  borrowing 
by  the  government,  the  resultant  overissue,  and  the  absence  of  the 
heck  of  convertibility.  Despite  many  vicissitudes  following  the  Bank 
Act  of  1844,  which,  in  fact,  was  a  rigid  mechanism  for  restricting  issues, 
and  not  alone  through  convertibility,  the  official  commissions  would  not 
only  reduce  issues  and  thus  raise  the  external  value  of  the  pound  sterling 
but  would  provide  for  automatic  reduction  of  issues  through  a  sinking 
Vjfund.  The  last  would  schedule  repayments  of  public  debt  and  con- 
comitant destruction  of  notes — not  a  word  concerning  the  effects  of  such 
repayments  upon  the  economic  situation. 

The  Cunliffe  Committee  put  the  matter  as  follows  in  1918  :ai 

The  course  of  the  war  has,  however,  brought  influences  into  play  in  conse- 
quence of  which  the  gold  standard  has  ceased  to  be  effective.  In  view  of  the 
crisis  which  arose  upon  the  outbreak  of  war  it  was  considered  necessary,  not 
merely  to  authorise  the  .suspension  of  the  Act  of  1844,  but  also  to  empower 
the  Treasury  to  issue  currency  notes  for  one  pound  and  for  ten  shillings  as 
legal  tender  throughout  the  United  Kingdom.   .   .   . 

It  is  not  likely  that  the  internal  demand  for  legal  tender  currency  which  was 
anticipated  at  the  beginning  of  August,  1914,  would  by  itself  have  necessitated 
extensive  recourse  to  these  provisions.  But  the  credits  created  by  the  Bank 
of  England  in  favour  of  its  depositors  under  the  arrangements  by  which  the 
Bank  undertook  to  discount  approved  bills  of  exchange  and  other  measures 
taken  about  the  same  time  for  the  protection  of  credit  caused  a  large  increase 
in  the  deposits  of  the  Bank.  Further,  the  need  of  the  Government  for  funds 
wherewith  to  finance  the  war  in  excess  of  the  amounts  raised  by  taxation  and 
by  loans  from  the  public  has  made  necessary  the  creation  of  credits  in  their 
favour  with  the  Bank  of  England.  Thus,  the  total  amount  of  the  Bank's  de- 
posits increased  from,  approximately,  £56,000,000  in  July,  1914,  to  £273,- 
000,000  on  the  28th  July,  1918,  and,  though  a  considerable  reduction  has 
since  been  effected,  they  now  (15th  August)  stand  as  high  as  £171,870,000. 
The  balances  created  by  these  operations  passing  by  means  of  payments  to 
contractors  and  others  to  the  joint  stock  banks  have  formed  the  foundation 

10  H.  Thornton,  An  Enquiry  into  the  Nature  and  Effects  of  the  Paper  Credit  of 
Great  Britain,  1802  (F.  Hayek,  ed.),  1939,  pp.  96-99,  151,  225,  235-241. 

11  Committee  on  Currency  and  Foreign  Exchanges  after  the  War,  First  Interim 
Report,  1918,  especially  pars.  9-17. 
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of  a  great  growth  of  their  deposits,  which  have  also  been  swelled  by  the 
creation  of  credits  in  connection  with  the  subscriptions  to  the  various  War 
Loans.  Under  the  operation  of  these  causes  the  total  deposits  of  the  banks  of 
the  United  Kingdom  (other  than  the  Bank  of  England)  increased  from 
£1,070,681,000  on  the  31st  December,  1913,  to  £1,742,902,000  on  the  31st 
December,  1917. 

The  greatly  increased  volume  of  bank  deposits,  representing  a  correspond- 
ing increase  of  purchasing  power  and,  therefore,  leading  in  conjunction  with 
other  causes  to  a  great  rise  of  prices,  has  brought  about  a  corresponding  de- 
mand for  legal  tender  currency  which  could  not  have  been  satisfied  under 
the  stringent  provisions  of  the  Act  of  1844.  Contractors  are  obliged  to  draw 
cheques  against  their  accounts  in  order  to  discharge  their  wages  bill — itself 
enhanced  on  account  of  the  rise  of  prices.  It  is  to  provide  this  currency  that 
the  continually  growing  issues  of  Currency  Notes  have  been  made.  The  Banks 
instead  of  obtaining  notes  by  way  of  advance  under  the  arrangements  de- 
scribed in  paragraph  9  were  able  to  pay  for  them  outright  by  the  transfer 
of  the  amount  from  their  balances  at  the  Bank  of  England  to  the  credit  of 
the  Currency  Note  Account  and  the  circulation  of  the  notes  continued  to 
increase.  The  Government  subsequently,  by  substituting  their  own  securities 
for  the  cash  balance  so  transferred  to  their  credit,  borrow  that  balance.  In 
effect,  the  banks  are  in  a  position  at  will  to  convert  their  balances  at  the  Bank 
of  England  enhanced  in  the  manner  indicated  above  into  legal  tender  cur- 
rency without  causing  notes  to  be  drawn,  as  they  would  have  been  under 
the  pre-war  system,  from  the  banking  reserve  of  the  Bank  of  England,  and 
compelling  the  Bank  to  apply  the  normal  safeguards  against  excessive  ex- 
pansion of  credit.   .   .   . 

But  it  will  be  clear  that  the  conditions  necessary  to  the  maintenance  of  an 
effective  gold  standard  in  this  country  no  longer  exist,  and  it  is  imperative 
that  they  should  be  restored  without  delay.  After  the  war  our  gold  holdings 
will  no  longer  be  protected  by  the  submarine  danger,  and  it  will  not  be  pos- 
sible indefinitely  to  continue  to  support  the  exchanges  with  foreign  countries 
by  borrowing  abroad.  Unless  the  machinery  which  long  experience  has  shown 
to  be  the  only  effective  remedy  for  an  adverse  balance  of  trade  and  an  undue 
growth  of  credit  is  once  more  brought  into  play,  there  will  be  very  grave 
danger  of  a  credit  expansion  in  this  country  and  a  foreign  drain  of  gold  which 
might  jeopardise  the  convertibility  of  our  note  issue  and  the  international 
trade  position  of  the  country.  The  uncertainty  of  the  monetary  situation  will 
handicap  our  industry,  our  position  as  an  international  financial  centre  will 
suffer  and  our  general  commercial  status  in  the  eyes  of  the  world  will  be 
lowered.   .   .   . 

A  primary  condition  of  the  restoration  of  a  sound  credit  position  is  the  re- 
payment of  a  large  portion  of  the  enormous  amount  of  Government  securities 
now  held  by  the  Banks.  It  is  essential  that  as  soon  as  possible  the  State  should 
not  only  live  within  its  income  but  should  begin  to  reduce  its  indebtedness. 
We  accordingly  recommend  that  at  the  earliest  possible  moment  an  adequate 
sinking  fund  should  be  provided  out  of  revenue,  so  that  there  may  be  a  regular 
annual  reduction  of  capital  liabilities,  more  especially  those  which  constitute 
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trie  floating  debt.  We  should  remark  that  it  is  of  the  utmost  importance  that 
such  repayment  of  debt  should  not- be  offset  by  fresh  borrowings  for  capital 
expenditure.  .  .  . 

The  Victory,  of  the  Restrictionists  (tHe  Currency  School) 

Beginning  with  the  Napoleonic  episode  and  continuing  for  more  than 
a  century  until  the  Great  Depression,  a  marathon  debate  has  been  carried 
@n,  often  heatedly,  concerning  the  principles  of  note  issue  and  later  of 
monetary  policy  generally.  In  simple  terms  two  opposing  schools  evolved, 
one  a  banking  school  which  insisted  that  as  long  as  note  issues  were 
made  in  response  to  the  needs  of  trade,  there  could  be  no  excess.  Among 
the  supporters  of  this  doctrine  were  Tooke,  Fullarton,  and  Mill.  The 
currency  school,  with  Overstone,  Norman,  and  Torrens  prominently 
behind  it,  held  that  it  was  necessary  to  restrict  the  note  issues  of  the 
Central  Bank.  Even  Bicardo,  who  seemed  to  have  some  sympathy  for 
the  banking  school,  wrote  in  the  midst  of  the  Napoleonic  War:  "The 
argument  that  no  more  is  issued  than  the  wants  of  commerce  require 
is  of  no  weight,  because  the  sum  required  for  such  purpose  cannot  be 
defined."12 

The  Bank  Act  of  1844,  an  epic  in  the  history  of  money,  marked  a 
victory  for  the  currency  school.  It  was  based  on  the  theory  that  the 
circulation  should  fluctuate  in  the  same  manner  as  gold  would  cir- 
culate in  the  absence  of  a  paper  currency.  That  is  to  say,  if  under  a  pure 
metallic  currency  the  British  should  lose  £100  million  of  gold,  then 
£,100  million  of  bank  notes  should  be  withdrawn  from  circulation.  A  rise 
of  notes  in  circulation  should  in  turn  rest  upon  a  corresponding  inflow  of 
gold.  Several,  including  Mill,  had  shown  that  actually  the  Bank  Act  of 
1844  did  not  achieve  what  it  intended,  for  actually  much  gold  went  out 
from  hoards  and  not  from  circulation  and  hence  notes  were  not  required 
to  be  withdrawn  but  under  the  new  legislation  they  would  be  with- 
drawn.13 

Following  serious  speculative  booms  and  later  collapses  in  1825  and 
1837  in  particular,  Lord  Overstone  and  his  supporters  would  deal  with 
further  incipient  booms  by  a  rigid  limitation  on  note  issue.  This  they 
hoped  to  accomplish  by  limiting  uncovered  notes  to  a  minimum  amount 
which  would  always  remain  in  circulation  and  tethering  any  further 
amounts  to  a  100  per  cent  coverage  in  gold.  By  dividing  the  Bank  of 
England  into  note  and  banking  departments,  the  sponsors  of  the  Bank 
Act  of  1844  would  restrain  the  banking  department  from  putting  pres- 

12  "Reply  to  Bosanquet"  in  Works  (McCulloch,  ed. ),  1846.  For  a  fairly  critical 
appraisal  of  the  Bank's  policies  in  the  Napoleonic  period  and  an  excellent  history 
over  the  period  1810  to  1865  see  J.  Viner,  Studies  in  the  Theory  of  International 
Trade,  1937,  chaps.  3-5,  especially  pp.  165-170. 

13  Mill,  op.  cit.,  pp.  664ff . 
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sure  upon  the  note  department  as  a  means  of  obtaining  cash  and  hence 
extending  credit.  In  fact,  by  concentrating  the  gold  reserves  in  the  note 
department  and  limiting  new  issues  severely,  the  authors  of  the  Act  of 
1844  made  the  banking  department  more  sensitive  to  even  relatively 
small  losses  of  reserves.  In  short,  the  Bank  Act  of  1844  put  the  British 
economy  into  a  strait  jacket  on  the  theory  that  even  convertible  notes 
could  be  issued  to  excess  and  that  this  excess  would  bring  speculations, 
panic,  and  a  later  bleeding  of  the  economy,  and  the  cure  for  excessive 
speculations,  adverse  balances  of  trade,  and  an  ensuing  deflation  of  the 
bubble  was  a  rigid  limitation  of  issues. 

In  this  connection,  it  should  be  noted  that  the  bank  authorities  time 
and  again  insisted  that  in  the  crises  before  1844,  large  speculative  booms 
followed  because  early  contractions  as  required  under  the  Bank  Act  of 
1844  were  not  forthcoming. 
Thus  Lord  Overstone  said  before  the  1840  Committee:14 

.  .  .  my  object  in  alluding  to  the  drains  of  the  four  periods  in  question, 
namely,  the  drain  terminating  in  the  crisis  of  1825,  the  drain  which  continued 
from  the  year  1830  to  the  year  1832,  the  third  drain,  which  began  in  the  end 
of  the  year  1833  and  terminated  in  the  year  1836,  and  the  last  drain,  which 
began  in  1838  and  ended  in  the  autumn  of  1839,  has  been  for  this  purpose; 
to  show  that  of  those  four  drains,  three  of  them  were  not  met  by  any  con- 
traction of  the  paper  circulation  of  the  country;  and  those  three  drains  all 
terminated  in  a  severe  crisis,  in  a  very  exhausted  state  of  bullion,  in  great 
commercial  difficulties,  and  in  a  state  of  general  alarm  respecting  the  safety 
of  our  monetary  system;  but  that  the  fourth  drain,  namely,  that  from  1830  to 
1832,  was  met  by  a  contraction  on  the  part  of  the  Bank  of  England,  bearing 
about  the  same  proportion  to  the  amount  of  the  bullion  lost  which  the  issues 
of  the  Bank  of  England  bear  to  the  aggregate  paper  issues  of  the  country; 
the  country  issues  at  that  particular  period  being  under  a  legislative  action 
which,  no  doubt,  necessitated  a  reduction  on  their  part;  the  result  was,  that 
the  drain  passed  off,  in  the  words  of  Mr.  Horsley  Palmer,  "without  discredit 
or  distrust  of  any  kind."  It  is  also  remarkable,  with  respect  to  those  drains, 
that  the  three  which  terminated  in  a  crisis,  whilst  they  were  not  met  by  a 
contraction  on  the  part  of  the  Bank  of  England,  were  preceded  in  each  case 
by  an  expansion  of  country  issues  from  their  lowest  point  to  nearly  their  high- 
est point;  and  it  is  also  further  remarkable  that  the  drain  of  1825,  which 
terminated  in  the  severest  crisis  of  the  four,  and  in  which  the  bullion  was  re- 
duced to  much  the  lowest  point,  began  upon  a  reserve  of  bullion  considerably 
higher  than  that  which  any  of  the  other  crises  began  upon.  The  inferences 
from  these  facts  seem  to  me  to  be  so  clear,  that  they  do  not  require 
stating.   ... 

What  seemed  a  great  advantage  to  the  currency  school  had  no  such 
appeal  to  John  Stuart  Mill,  who  in  1857  pointed  out  to  a  Select  Commit- 

14  Gregory,  op.  cit.,  vol.  I,  pp.  32-33. 
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tee  that  excessive  sensitiveness  resulted  from  breaking  up  the  reserves 
into  two  departments.15 

Now  every  drain,  as  a  general  rule,  is  drawn  from  the  deposits.  Therefore, 
when  the  two  departments  are  separated,  the  drain  comes  first  on  the  de- 
posits. ...  If,  therefore,  the  Bank  cannot  help  its  banking  department  by 
sending  notes  or  gold  from  its  issue  department,  it  must  either  keep  in  the 
banking  department  as  great  a  reserve  as  it  would  otherwise  be  requisite  to 
keep  for  both  departments  together;  or  if  not,  having  a  much  smaller  reserve 
available  to  meet  the  demands  on  the  banking  department,  it  must  necessarily, 
the  moment  there  is  the  smallest  drain,  contract  its  discounts  and  raise  its  rate 
of  interest.  It  thus  appears  to  me  that  the  effect  of  the  Act  is,  that  when- 
ever any  drain,  however  small  or  temporary,  commences,  the  Bank  will  be 
likely,  with  its  present  reserve  in  the  banking  department,  at  once  to  contract 
its  discounts,  or  to  sell  securities,  in  a  manner  which,  if  the  Act  had  not 
existed,  it  would  only  do  in  the  case  of  a  very  considerable  drain. 

Members  of  the  banking  school  had  many  other  objections  to  the 
views  of  the  currency  school.  They  objected  to  issues  on  the  basis  of 
gold  flows.  Thus  should  gold  flow  in,  then  notes  would  be  issued,  and 
without  additional  trade  needs,  prices  would  rise  and  speculation  grow. 
But  when  notes  were  issued  according  to  the  needs  of  trade,  they  would 
automatically  be  redeemed  as  trade  contracted.  Furthermore,  as  is  sug- 
gested elsewhere,  notes  do  not,  in  fact,  circulate  with  gold  as  Over- 
stone  and  his  supporters  contend.  Thus,  circulation  is  cut  as  the  govern- 
ment accumulates  funds  for  future  dividend  payments.16 

Even  the  Bullionists  during  the  Napoleonic  Wars  would  not  go  so  far 
as  those  responsible  for  the  1844  legislation.  They  did  not  ask  that  a 
severe  limitation  be  put  upon  the  issues  of  the  Bank.  Rather  their 
complaint  was  that  with  the  notes  inconvertible,  there  was  no  adequate 
check  on  issues.  The  fact  is  that  the  Bullionists  were  supporters  more 
of  the  banking  than  of  the  currency  principle.17 

The  bank  Directors,  as  well  as  some  of  the  Merchants  who  have  been  ex- 
amined shewed  a  great  anxiety  to  state  to  Your  Committee  a  doctrine,  of  the 
truth  of  which  they  professed  themselves  to  be  most  thoroughly  convinced, 
that  there  can  be  no  possible  excess  in  the  issue  of  Bank  of  England  paper, 
so  long  as  the  advances  in  which  it  is  issued  are  made  upon  the  principles 
which  at  present  guide  the  conduct  of  the  Directors,  that  is,  so  long  as  the 
discount  of  mercantile  Bills  is  confined  to  paper  of  undoubted  solidity,  arising 
out  of  real  commercial  transactions,  and  payable  at  short  and  fixed  periods. 
That  the  Discounts  should  be  made  only  upon  Bills  growing  out  of  real  com- 
mercial transactions,  and  falling  due  in  a  fixed  and  short  period,  are  sound 

15  Evidence  of  John  Stuart  Mill  before  the  Select  Committee  of  the  House  of 
Commons  on  Bank  Acts,  1857,  par.  2026. 

16  Gregory,  op.  cit.,  especially  pp.  73,  76,  81,  82,  90. 

17  Cannan,  op.  cit.,  pp.  46-49. 
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and  well-established  principles.  But  that,  while  the  Bank  is  restrained  from 
paying  in  specie,  there  need  be  no  other  limit  to  the  issue  of  their  paper  than 
what  is  fixed  by  such  rules  of  discount,  and  that  during  the  suspension  of 
Cash  payments  the  discount  of  good  Bills  falling  due  at  short  periods  cannot 
lead  to  any  excess  in  the  amount  of  Bank  paper  in  circulation,  appears  to  Your 
Committee  to  be  a  doctrine  wholly  erroneous  in  principle,  and  pregnant  with 
dangerous  consequences  in  practice.   .   .   . 

Mr.  Whitmore,  the  late  Governor  of  the  Bank,  expressly  states  (Min.  p.  91), 
"The  Bank  never  force  a  Note  in  circulation,  and  there  will  not  remain  a  Note 
in  circulation  more  than  the  immediate  wants  of  the  public  require;  for  no 
Banker,  I  presume,  will  keep  a  larger  stock  of  Bank  Notes  by  him  than  his 
immediate  payments  require,  as  he  can  at  all  times  procure  them."  .   .   . 

Your  Committee  cannot  help  again  calling  the  attention  of  the  House  to 
the  view  which  this  Evidence  presents,  of  the  consequences  which  have  re- 
sulted from  the  peculiar  situation  in  which  the  Bank  of  England  was  placed 
by  the  suspension  of  Cash  payments.  So  long  as  the  paper  of  the  Bank  was 
convertible  into  specie  at  the  will  of  the  holder,  it  was  enough,  both  for  the 
safety  of  the  Bank  and  for  the  public  interest  in  what  regarded  its  circulating 
medium,  that  the  Directors  attended  only  to  the  character  and  quality  of  the 
Bills  discounted,  as  real  ones  and  payable  at  fixed  and  short  periods.  They 
could  not  much  exceed  the  proper  bounds  in  respect  of  the  quantity  and 
amount  of  Bills  discounted,  so  as  thereby  to  produce  an  excess  of  their  paper 
in  circulation,  without  quickly  finding  that  the  surplus  returned  upon  them- 
selves in  demand  for  specie.  The  private  interest  of  the  Bank  to  guard  them- 
selves against  a  continued  demand  of  that  nature,  was  a  sufficient  protection 
for  the  public  against  any  such  excess  of  Bank  paper,  as  would  occasion  a 
material  fall  in  the  relative  value  of  the  circulating  medium.  The  restriction  of 
cash  payments,  as  has  already  been  shown,  having  rendered  the  same  pre- 
ventive policy  no  longer  necessary  to  the  Bank,  has  removed  that  check  upon 
its  issues  which  was  the  public  security  against  an  excess. 

Ricardo  and  the  Bank  Act  of  1844  and  Policy  over  a  Century 

Ricardo  had  laid  the  groundwork  for  the  Bank  Act  of  1844.  Time  and 
again  he  had  upbraided  the  directors  of  the  Bank  for  their  excessive 
issues  during  the  restriction  period.18 

If  the  Bank  directors  had  kept  the  amount  of  their  notes  within  reasonable 
bounds;  if  they  had  acted  up  to  the  principle  which  they  have  avowed  to 
have  been  that  which  regulated  their  issues  when  they  were  obliged  to  pay 
their  notes  in  specie,  namely,  to  limit  their  notes  to  that  amount  which  should 
prevent  the  excess  of  the  market  above  the  mint  price  of  gold,  we  should  not 
have  been  exposed  to  all  evils  of  a  depreciated,  and  perpetually  varying 
currency. 

...  I  do  therefore  acquit  them  of  being  influenced  by  interested  motives, 
but  their  mistakes,  if  they  are  such,  are  in  their  effects  quite  as  pernicious 
to  the  community. 

18  Ricardo,  vol.  Ill,  pp.  95-96, 
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The  extraordinary  powers  with  which  they  are  entrusted  enable  them  to 
regulate  at  their  pleasure  the  price  at  which  those  who  are  possessed  of  a 
particular  kind  of  property,  called  money,  shall  dispose  of  it.  The  Bank  di- 
rectors have  imposed  upon  these  holders  of  money  all  the  evils  of  a  maximum. 
To-day  it  is  their  pleasure  that  4£.10s.  shall  pass  for  3£.17s.l0%d.,  to- 
morrow they  may  degrade  4£.l5s.  to  the  same  value,  and  in  another  year 
10  £.  may  not  be  worth  more.  By  what  an  insecure  tenure  is  property  con- 
sisting of  money  or  annuities  paid  in  money  held!  What  security  has  the  public 
creditor  that  the  interest  on  the  public  debt,  which  is  now  paid  in  a  medium 
depreciated  fifteen  per  cent.,  may  not  hereafter  be  paid  in  one  degraded  fifty 
per  cent.?  The  injury  to  private  creditors  is  not  less  serious.  A  debt  contracted 
in  1797  may  now  be  paid  with  eighty-five  per  cent,  of  its  amount,  and  who 
shall  say  that  the  depreciation  will  go  no  further? 

In  his  Proposals  for  an  Economical  and  Secure  Currency  (1816), 
Ricardo  requested  that  a  check  be  put  upon  the  Bank  by  requiring  con- 
version of  notes  into  bullion,  the  price  of  gold  to  be  gradually  reduced 
as  the  excess  issues  were  withdrawn.  This  proposal  would  also  be  con- 
sistent with  adequate  accommodation  of  trade.19 

Depreciation  cannot  be  effectually  checked  by  any  other  means  than  by 
depriving  the  Bank  of  the  power  which  they  at  present  possess  of  adding 
indefinitely  to  the  amount  of  their  notes.  This  might  be  done  in  a  direct 
manner,  by  limiting  the  amount  beyond  which  their  paper  should  not  be 
issued;  but  it  has  been  plausibly  urged  against  such  a  measure  that  occasions 
may  arise  in  which  sound  policy  may  require  a  temporary  augmentation  of 
bank  paper,  and  to  deprive  the  Bank  of  the  power  of  increasing  their  notes 
at  such  periods  might  be  the  cause  of  considerable  distress  and  difficulty  to 
the  mercantile  classes. 

This  argument  does  not  appear  to  me  to  have  as  much  weight  as  those 
who  advance  it  imagine.  The  objection  however  may  be  obviated  by  the 
measure  which  I  beg  leave  to  recommend;  it  is  simply  to  oblige  the  Bank 
to  sell  gold  bullion  to  any  purchaser  of  not  less  than  50,  100,  or  200  ounces 
at  a  fixed  price  somewhere  about  the  present  market  price, — such  regulation 
to  continue  for  six  months. 

This  would  secure  the  public  against  any  further  depreciation  of  Bank  notes, 
as  the  Bank  would  be  obliged  for  their  own  safety  to  keep  the  amount  of 
their  circulation  within  the  present  limits  whilst  commerce  and  credit  con- 
tinued in  its  present  state,  to  prevent  such  a  rise  in  the  price  of  bullion  as 
would  make  it  profitable  to  individuals  to  purchase  it  of  them  for  exporta- 
tion;— and  if  a  greater  circulation  were  required  from  the  operation  either  of 
increased  commerce,  or  of  embarrassed  credit,  the  bank  might  augment  their 
issues  without  producing  any  effect  whatever  on  the  price  of  bullion,  and 
consequently  without  exposing  the  Bank  to  any  inconvenience,  or  depriving 
the  merchants  of  that  increased  accommodation,  which  might  be  essential  to 
their  operations. 

19  Ibid.,  vol.  IV,  pp.  65-73,  and  vol.  VI,  pp.  67-68. 
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Ricardo  was  especially  concerned  that  the  notes  of  the  Bank  had 
depreciated  in  terms  of  gold,  suggesting  to  him  a  moral  bankruptcy.  He 
was  ready  to  admit  that  the  standard  itself  might  fluctuate  in  value. 
He  distinguished  the  value  of  gold  influenced  by  all  kinds  of  fluctua- 
tions in  the  supply  and  demand  for  gold  and  the  price  of  gold,  the  rise 
to  be  explained  by  excess  issues  of  notes.20 

Suppose  the  only  currency  in  the  country  was  a  metallic  one,  and  that,  by 
clipping,  it  had  lost  10  per  cent  of  its  weight;  suppose,  for  instance,  that  the 
sovereign  only  retained  9-10ths  of  the  metal  which  by  law  it  should  contain, 
and  that,  in  consequence,  gold  bullion,  in  such  a  medium,  should  rise  above 
its  mint  price,  would  not  the  money  of  the  country  be  depreciated?  He  was 
quite  sure  the  hon.  alderman  would  admit  the  truth  of  this  inference.  It  was 
quite  possible  however,  that,  notwithstanding  this  depreciation,  some  of  those 
general  causes  which  operate  on  the  value  of  gold  bullion,  such  as  war,  or  the 
mines  from  which  gold  is  annually  supplied  becoming  less  productive,  that 
gold  might  be  so  enhanced  in  value,  as  to  make  the  clipped  sovereign  com- 
paratively of  greater  value  in  the  market  than  it  was  before  the  reduction 
in  its  weight.  Would  it  not  then  be  true  that  we  should  possess  a  depreciated 
currency,  although  it  should  be  increased  in  value?  The  great  mistake  com- 
mitted on  this  subject  was  in  confounding  the  words  "depreciation"  and 
"diminution  in  value."  With  reference  to  the  currency,  he  had  said,  and  he 
now  repeated  it,  that  the  price  of  gold  was  the  index  of  the  depreciation  of 
the  currency,  not  the  index  of  the  value  of  the  currency,  and  it  was  in  this 
that  he  had  been  misunderstood.  If,  for  instance,  the  standard  of  the  currency 
remained  at  the  same  fixed  value,  and  the  coin  were  depreciated  by  clipping, 
or  the  paper  money  by  the  increase  of  its  quantity,  five  per  cent,  a  fall  to  that 
amount  and  no  more,  would  take  place  in  the  price  of  commodities,  as  affected 
by  the  value  of  monev.  If  the  metal  gold  (the  standard)  continued  of  the 
same  precise  value,  and  it  was  required  to  restore  the  currency  thus  depreciated 
five  per  cent,  to  par,  it  would  be  necessary  only  to  raise  its  value  five  per 
cent,  and  no  greater  than  that  proportionate  fall  could  take  place  in  the  price 
of  commodities.  In  these  cases  he  had  supposed  gold  always  to  remain  at  the 
same  fixed  value;  but  had  he  ever  said  that  there  were  not  many  causes  which 
might  operate  on  the  value  of  gold  as  well  as  on  the  value  of  all  other  com- 
modities? No,  he  had  not,  but  just  the  contrary.  No  country  that  used  the 
precious  metals  as  a  standard,  were  exempted  from  variations  in  the  prices  of 
commodities,  occasioned  by  a  variation  in  the  value  of  their  standard.  To 
such  variations  we  had  been  subject  before  1797,  and  must  be  subject  to 
again,  now  that  we  have  reverted  to  a  metallic  standard.  In  the  plan  which 
he  had  proposed,  there  was  nothing  which  could  cause  a  demand  for  gold, 
and  therefore  he  had  been  justified  in  anticipating  a  variation  in  the  price  of 
commodities,  from  adopting  it,  of  only  five  per  cent,  the  then  difference 
between  the  value  of  gold  and  of  paper.  If,  indeed,  it  had  been  necessary  to 
purchase  gold  in  order  to  revert  to  a  metallic  standard,  then  he  would  allow 
that  a  greater  difference  than  5  per  cent  would  take  place  in  prices,  but 
20  Ibid.,  vol.  V,  pp.  203-205. 
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this  was  wholly  unnecessary;  because  we  had  adopted  a  gold  standard,  were 
we  therefore  to  be  exempted  from  those  variations  in  the  prices  of  commodities 
which  arose  from  the  cheapness  of  their  production  at  one  period  compared 
with  another?  Was  the  discovery  of  new  improvements  in  machinery,  or  a 
superabundant  harvest,  or  any  of  those  general  causes  which  operate  to  re- 
duce price,  to  have  no  effect?  Were  the  injudicious  purchases  of  the  Bank  to 
have  no  effect  on  the  value  of  gold?  Did  he  deny  that  in  the  present  state 
of  the  world,  the  occurrences  in  South  America,  might  have  impeded  the 
regular  supply  of  the  precious  metals  to  Europe,  have  enhanced  their  value 
and  affected  the  prices  of  commodities  all  over  the  world? 

But  Ricardo  did  not  seem  to  realize  that  the  maximum  depreciation 
of  the  notes  of  about  30  per  cent  might  be  explicable  at  least  in  part 
by  what  had  happened  to  gold  as  well  as  to  the  overissue  of  paper. 
(Here  one  could  compare  the  British  advance  with  resumption  after 
World  War  I  as  gold  appreciated  in  1920-1921. ) 

Indeed  he  seemed  to  see  vaguely  the  case  for  a  commodity  standard, 
that  is,  a  currency  stabilized  in  term  of  commodities,  but  he  envisaged 
serious  practical  difficulties  in  measuring  prices  of  commodities  and 
hence  held  out  for  a  metallic  standard.21 

It  has  indeed  been  said  that  we  might  judge  of  its  value  by  its  relation, 
not  to  one,  but  to  the  mass  of  commodities.  If  it  should  be  conceded,  which 
it  cannot  be,  that  the  issuers  of  paper  money  would  be  willing  to  regulate 
the  amount  of  their  circulation  by  such  a  test,  they  would  have  no  means  of 
so  doing;  for  when  we  consider  that  commodities  are  continually  varying  in 
value,  as  compared  with  each  other;  and  that  when  such  variation  takes  place, 
it  is  impossible  to  ascertain  which  commodity  has  increased,  which  diminished 
in  value,  it  must  be  allowed  that  such  a  test  would  be  of  no  use  whatever. 

...  To  determine  the  value  of  a  currency  by  the  test  proposed,  it  would 
be  necessary  to  compare  it  successively  with  the  thousands  of  commodities 
which  are  circulating  in  the  community,  allowing  to  each  all  the  effects  which 
may  have  been  produced  upon  its  value  by  the  above  causes.  To  do  this  is 
evidently  impossible. 

It  was  not,  however,  merely  the  policies  of  the  Bank  during  the  war 
that  had  upset  the  sensitive  Ricardo;  he  was  extremely  hostile  to  the 
Bank,  in  part  because  it  had  not  followed  his  advice  in  the  steps  taken 
to  resume  payments.  As  early  as  1811  Ricardo  had  proposed  a  gradual 
resumption.22 

The  remedy  which  I  propose  for  all  the  evils  in  our  currency,  is  that  the 
Bank  should  gradually  decrease  the  amount  of  their  notes  in  circulation  until 
they  shall  have  rendered  the  remainder  of  equal  value  with  the  coins  which 
they  represent,  or,  in  other  words,  till  the  prices  of  gold  and  silver  bullion 
shall  be  brought  down  to  their  mint  price.  I  am  well  aware  that  the  total 

21  Ibid.,  vol.  IV,  pp.  55,  59-60. 

22  Ibid.,  vol.  Ill,  p.  94. 
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failure  of  paper  credit  would  be  attended  with  the  most  disastrous  conse- 
quences to  the  trade  and  commerce  of  the  country,  and  even  its  sudden 
limitation  would  occasion  so  much  ruin  and  distress,  that  it  would  be  highly 
inexpedient  to  have  recourse  to  it  as  the  means  of  restoring  our  currency 
to  its  just  and  equitable  value. 

If  the  Bank  were  possessed  of  more  guineas  than  they  had  notes  in  cir- 
culation, they  could  not,  without  great  injury  to  the  country,  pay  their  notes  in 
specie,  while  the  price  of  gold  bullion  continued  greatly  above  the  mint  price, 
and  the  foreign  exchange  unfavourable  to  us.  The  excess  of  our  currency 
would  be  exchanged  for  guineas  at  the  Bank  and  exported,  and  would  be 
suddenly  withdrawn  from  circulation.  Before  therefore  they  can  safely  pay 
in  specie,  the  excess  of  notes  must  be  gradually  withdrawn  from  circulation. 
If  gradually  done,  little  inconvenience  would  be  felt;  so  that  the  principle 
were  fairly  admitted,  it  would  be  for  future  consideration  whether  the  object 
should  be  accomplished  in  one  year  or  in  five.  I  am  fully  persuaded  that 
we  shall  never  restore  our  currency  to  its  equitable  state,  but  by  this  pre- 
liminary step,  or  by  the  total  overthrow  of  our  paper  credit. 

He  had  even  announced  that  he  would  not  have  been  opposed  to  a 
devaluation  when  the  currency  was  greatly  depreciated  but,  once  the 
currency  had  risen  within  5  per  cent  of  parity,  he  would  not  support  a 
devaluation.23 

The  time  had  then  arrived  [in  1819]  for  fixing  a  standard,  and  the  only 
consideration  was  as  to  the  selection  of  the  particular  standard  which  ought 
to  be  adopted.  They  had  two  courses  of  proceeding  open  to  them  on  that 
occasion;  one  was  either  to  regulate  the  standard  by  the  price  of  gold  at 
the  moment,  or  to  recur  to  the  ancient  standard  of  the  country.  If,  in  the 
year  1819,  the  value  of  the  currency  has  stood  at  14s.  for  the  pound  note, 
which  was  the  case  in  the  year  1813,  he  should  have  thought  that  upon  a 
balance  of  all  the  advantages  and  disadvantages  of  the  case,  it  would  have 
been  as  well  to  fix  the  currency  at  the  then  value,  according  to  which  most 
of  the  existing  contracts  had  been  made;  but  when  the  currency  was  within 
5  per  cent  of  its  par  value,  the  only  consideration  was,  whether  they  should 
fix  the  standard  at  4£.2s.,  the  then  price  of  gold,  or  recur  at  once  to  the 
old  standard.  Under  all  the  circumstances,  he  thought  they  had  made  the  best 
selection  in  recurring  to  the  old  standard.  The  real  evil  was  committed  in 
1797,  and  the  opportunity  of  mitigating  its  consequences  was  lost  by  the  con- 
(  <Juct  subsequently  pursued  by  the  Bank;  for  even  after  the  first  suspension, 
i  they  xnight,  by  proceeding  upon  right,  principles  .in  managing  their  issues,  by 
keeping  the  value  of  the, currency  at  or  near  par,  have  prevented  the  de- 
preciation which  followed.  It  might  be  asked"  how  they  could  havec:done  s&? 
His  reply  was,  that  quantity  regulated  the  value  of  every  thing. 

Ricardo  insisted  that  the  Bank,  instead  of  reducing'  her  issues  grad- 
ually, proceed  rapidly  and  therefore  bid  strenuously  for  gold,  which  she 
then  put  into  circulation.  As  a  result  of  the  excessive  enthusiasm  for 

23  Ibid.,  vol.  V,  pp.  208-209. 
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deflation  at  home  and  for  accumulating  gold  from  abroad  as  the  price 
level  declined  in  Britain  and  the  value  of  gold  rose,  the  economy  suf- 
fered greatly,  and  Ricardo's  name  was  widely  associated  with  the  en- 
suing distress. 

His  Plan  for  the  Establishment  of  a  National  Bank,  published  post- 
humously in  1824,  reflected  his  lack  of  faith  in  the  directors  of  the  Bank 
and  became  the  inspiration  of  those  who  would  greatly  restrict  the  dis- 
cretionary powers  of  the  Bank.  In  fact,  by  the  1840s  the  directors  of  the 
Bank,  fearful  of  the  use  of  discretion  themselves,  urged  the  government 
to  deprive  them  of  the  right  to  issue  notes  beyond  a  fixed  limit  except 
on  the  basis  of  gold.24  In  Ricardo's  view  the  profits  of  note  issue  had 
been  excessive  and  should  go  to  the  government,  and  he  would  entrust 
the  right  of  issue  to  the  public  commissioners.  It  was  his  view  also  that 
the  contribution  of  the  Bank  to  the  accommodation  of  the  business  of 
the  country  was  not  important  and  hence  even  liquidation  of  the  Bank 
would  not  be  costly.25 

If  the  view  which  I  have  taken  of  this  subject  be  a  correct  one,  it  appears 
that  the  commerce  of  the  country  would  not  be  in  the  least  impeded  by 
depriving  the  Bank  of  England  of  the  power  of  issuing  paper  money,  pro- 
vided an  amount  of  such  money,  equal  to  the  Bank  circulation,  was  issued 
by  Government:  and  that  the  sole  effect  of  depriving  the  Bank  of  this  privilege, 
would  be  to  transfer  the  profit  which  accrues  from  the  interest  of  the  money 
so  issued  from  the  Bank,  to  Government^261 

He  would  even  make  it  impossible  for  the  Treasury  to  borrow  from 
the  bank  of  issue.27 

I  ask  then,  whether  the  country  would  not  possess  a  greater  security  against 
all  such  influence,  over  the  minds  of  the  issuers  of  paper,  as  would  induce 
them  [the  directors]  to  swerve  from  the  strict  line  of  their  duty,  if  the  paper 
money  of  the  country  were  issued  by  Commissioners,  on  the  plan  I  have 
proposed,  rather  than  by  the  Bank  of  England,  as  at  present  constituted? 
If  Government  wanted  money,  it  should  be  obliged  to  raise  it  in  the  legitimate 
way;  by  taxing  the  people;  by  the  issue  and  sale  of  exchequer  bills,  by  funded 
loans,  or  by  borrowing  from  any  of  the  numerous  banks  which  might  exist  in 
the  country;  but  in  no  case  should  be  allowed  to  borrow  from  those,  who  have 
the  power  of  creating  money. 

It  is  clear  that  the  separation  of  note  issue  from  banking,  as  required 
by  the  Bank  Act  of  1844,  stemmed  from  Ricardo's  views  concerning  the 
dangers  of  leaving  to  the  management  of  merchants,  the  directors  of  the 

24  Papers  in  English  Monetary  History  (T.  S.  Ashton  and  R.  S.  Sayers,  eds. ), 
1953,  pp.  110-111. 

25  Ricardo,  vol.  IV,  pp.  276-285,  "Plan  for  a  National  Bank." 

26  Ibid.,  vol.  IV,  p.  281. 
21  Ibid.,  vol.  IV,  p.  283. 
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bank,  the  prerogative  of  determining  the  volume  of  notes  instead  of 
tying  issues  with  gold  supply.  In  one  respect  this  conclusion  was  sur- 
prising, for  on  occasion  Ricardo  showed  that  the  amount  of  currency  re- 
quired depended  on  such  considerations  as  the  amount  of  trade  and 
the  rate  with  which  money  was  used — even  as  Thornton  did.28  In  short, 
the  ghost  of  Ricardo  for  more  than  a  century  ruled  over  monetary  rules 
and  administration  in  that  the  system  was  tied  excessively  to  gold  and 
little  play  was  left  for  discretion  by  the  managers  of  the  system. 

28  Ibid.,  vol.  IV,  pp.  57-58,  and  Ashton  and  Sayers,  op.  cit.,  pp.  25-27. 


CHAPTER  10 

After  1844:  Gold,  Bank  Policy,  and  Instruments 
of  Control 

Parallels  in  the  Post-World  War  I  Period 

On  the  whole,  the  1844  Act  seems  to  have  been  foolish  legislation. 
That  it  did  not  prove  disastrous  was  the  result  of  the  willingness  of  the 
authorities  in  the  midst  of  great  crises  (1847,  1857,  1866,  1914)  to  sus- 
pend the  Act  and  thus  allow  additional  uncovered  issues.  But  much  more 
important  than  the  suspension  of  the  Bank  Act  was  the  growing  prac- 
tice of  deposit  creation  by  commercial  banks  which  had  already  achieved 
a  large  development  by  1844  but  apparently  had  largely  escaped  the 
attention  of  the  monetary  experts.  Through  the  creation  of  bank  de- 
posits, the  deposit  banks  were  able,  despite  the  restrictions  on  note  issue, 
to  provide  the  country  with  greatly  increased  supplies  of  money  needed 
in  a  growing  economy. 

The  folly  of  the  Bank  Act  of  1844  did  not  prevent  the  British  from 
committing  another  serious  error  in  imposing  upon  the  country  the 
recommendations  of  the  famous  Cunliffe  Report  ( 1919 ) ,  which  proposed 
a  great  deflation  through  a  limitation  of  note  issue,  and  the  policy  enun- 
ciated in  1919  was  confirmed  in  1924.  The  resultant  deflation  in  1920 
to  1925  proved  to  be  costly.1 

In  considering  the  Bank  Act  of  1844  after  World  War  I,  the  official 
committees  and  the  government  in  general  endorsed  it.  They  wanted  a 
separation  of  departments  because  thus  the  reserve  against  notes  was 
strengthened;  they  wanted  the  protection  of  convertibility  against  excess 
and  would  have  no  truck  with  any  kind  of  standard  that  would  seek 
price  stabilization;  and  they  apparently  wanted  a  highly  sensitive  system 
which  operated  through  higher  money  rates  on  domestic  prices  and 
output  and  the  flow  of  international  capital. 

1  Final  Report  of  Committee  on  Currency  and  Foreign  Exchanges,  Cmd.  464, 
1918;  Report  of  the  Committee  on  Currency  and  Bank  of  England  Note  Issues,  Cmd. 
2392,  1924-1925;  and  S.  E.  Harris,  Monetary  Problems  of  the  British  Empire,  1931, 
bks.  V,  VI. 
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The  Cunliffe  Committee,  in  its  preliminary  report,  concluded  as 
follows : 

32.  Having  regard  to  the  foregoing  considerations,  we  are  of  opinion  that 
the  principle  of  the  Act  of  1844,  which  has  upon  the  whole  been  fully  justified 
by  experience,  should  be  maintained,  namely,  that  there  should  be  a  fixed 
fiduciary  issue  beyond  which,  subject  to  emergency  arrangements  which  we 
recommend  below,  notes  should  only  be  issued  in  exchange  for  gold.  It  is 
noteworthy  that  from  1866  till  the  outbreak  of  the  present  war  no  suspension 
of  the  Act  was  ever  necessary.  We  think  that  the  stringent  principles  of  the 
Act  have  often  had  the  effect  of  preventing  dangerous  developments  and  the 
fact  that  they  have  had  to  be  temporarily  suspended  on  certain  rare  and  ex- 
ceptional occasions  (and  those  limited  to  the  earlier  years  of  the  Act's 
operation  when  experience  of  working  the  system  was  still  immature)  does 
not,  in  our  opinion,  invalidate  this  conclusion.  We  recommend,  therefore,  that 
the  separation  of  the  Issue  and  Banking  Departments  of  the  Bank  of  England 
should  be  maintained  and  that  the  Weekly  Return  should  continue  to  be 
published  in  its  present  form. 

The  victorious  adherents  to  the  currency  principle  had  oversimplified 
the  problems  of  monetary  management,  and  not  merely  because  the 
problem  of  deposit  creation  had  largely  escaped  them.  There  were  other 
serious  omissions.  They  tended  to  concentrate  on  the  relation  of  gold 
inflows  and  outflows  (the  latter  reflecting  excessive  issues)  and  to 
neglect  the  importance  of  internal  drains  and  other  changes  in  the  re- 
quirements for  money.  Failing  to  allow  for  what  Marshall  called  changes 
in  the  manner  of  doing  business,  as  well  as  the  factors  mentioned  above, 
they  assumed  a  relation  of  gold  and  prices  which  was  not  to  be  found 
in  the  real  world. 

Tooke,  Fullarton,  and  others  had  attracted  attention  to  the  growth 
and  decline  of  monetary  hoards.2  Internal  demand  for  increased  hoards 
(contributed  importantly  to  the  pressure  on  the  Bank  of  England  once 
there  was  cause  for  alarm,  and  a  rise  of  rates  in  London  proved  to  be 
,an  effective  mechanism  for  reversing  the  movement  as  the  higher  re- 
turns to  be  had  on  money  resulted  in  hoards  flowing  back  to  London. 
Jevons  has  estimated  the  monetary  gold  in  the  United  Kingdom  at  £95 
million  in  March,  1868,  but  with  the  gold  of  the  Bank  of  England  vary- 
ing from  £12  to  £24  million  sterling  in  the  sixties,  it  amounted  only  to 

2  Thornton  was  one  of  the  first,  if  not  the  first,  to  bring  attention  to  the  signif- 
icance of  monetary  hoards,  and  in  his  early  analysis  he  said:  "The  quantity  of 
circulating  paper,  that  is  paper  capable  of  circulation  .  .  .  may  be  great  and  yet 
the  quantity  of  actual  circulation  may  be  small,  or  vice  versa."  His  views  of  the 
use  of  money,  rather  modern  in  their  approach,  resulted  in  an  emphasis  on  the 
point  that  "a  state  of  distrust  causes  a  slowness  in  the  circulation  of  guineas,  and 
that  at  such  a  time  a  greater  quantity  of  money  will  be  wanted  in  order  to  effect 
the  same  money  payments.  .  .  .  "  H.  Thornton,  An  Enquiry  into  the  Nature  and 
Effects  of  the  Paper  Credit  of  Great  Britain,  1802  (F.  Hayek,  ed.),  1939,  pp.  98-99. 
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one-third  to  one-sixth  of  the  gold  in  circulation.  These  internal  drains 
were  often  much  more  important  than  the  external  drains.3 

Even  the  Bullion  Committee  was  much  more  aware  of  the  need  of 
adapting  currency  to  changing  demand  than  was  implied  in  the  1844 
legislation  (see  quotation  below).  The  Act  of  1844  did  not  provide  off- 
setting mechanisms  to  cover  changes  in  hoards.  Hence  large  losses  of 
reserves  of  the  Bank  followed  withdrawals  of  gold  for  internal  hoards, 
and  the  Bank  would  react  by  deflating  the  economy  as  though  inflation 
was  being  experienced  and  with  inflation,  an  outflow  of  gold.  It  would 
be  better  to  issue  notes  to  satisfy  the  increased  demands  for  liquidity.4 

But  Your  Committee  must  not  omit  to  state  one  very  important  principle, 
That  the  mere  numerical  return  of  the  amount  of  Bank  notes  out  in  circula-  . 

tion,  cannot  be  considered  as  at  all  deciding  the  question,  whether  such  paper 
is  or  is  not  excessive.  It  is  necessary  to  have  recourse  to  other  tests.  The  same 
amount  of  paper  may  at  one  time  be  less  than  enough,  and  at  another  time 
more.  The  quantity  of  currency  required  will  vary  in  some  degree  with  the 
extent  of  trade;  and  the  increase  of  our  trade,  which  has  taken  place  since  the 
suspension,  must  have  occasioned  some  increase  in  the  quantity  of  our 
currency.  But  the  quantity  of  currency  bears  no  fixed  porportion  to  the 
quantity  of  commodities;  and  any  inferences  proceeding  upon  such  a  sup- 
position would  be  entirely  erroneous.  The  effective  currency  of  the  Country 
depends  upon  the  quickness  of  circulation,  and  the  number  of  exchanges  per- 
formed in  a  given  time,  as  well  as  upon  its  numerical  amount;  and  all  the 
circumstances,  which  have  a  tendency  to  quicken  or  to  retard  the  rate  of 
circulation,  render  the  same  amount  of  currency  more  or  less  adequate  to  the 
wants  of  trade.  A  much  smaller  amount  is  required  in  a  high  state  of  public 
credit  than  when  alarms  make  individuals  calls  in  their  advances,  and  pro- 
vide against  accidents  by  hoarding;  and  in  a  period  of  commercial  security 
and  private  confidence,  than  when  mutual  distrust  discourages  pecuniary 
arrangements  for  any  distant  time.  But,  above  all,  the  same  amount  of 
currency  will  be  more  or  less  adequate  in  proportion  to  the  skill  which  the 
great  money-dealers  possess  in  managing  and  economising  the  use  of  the 
circulating  medium. 

Testifying  before  an  expert  committee  seventy-six  years  after  the 
Bullion  Report  was  published  and  forty-two  years  after  the  Bank  Act 
of  1844,  Marshall,  severely  critical  of  this  legislation,  was  at  pains  to 
show  that  "changes  in  the  method  of  business  and  the  amounts  of  the 
commodities,  or  as  we  may  say,  changes  in  the  commercial  environment, 
have  much  greater  effects  in  disturbing  prices  than  changes  in  the 
supplies  of  the  precious  metals."  In  the  early  part  of  the  nineteenth 
century,  the  supply  of  gold  was  relatively  constant  and  fluctuations  in 

3  See  R.  G.  Hawtrey,  A  Century  of  Bank  Bate,  1938,  especially  pp.  41,  48-52, 
93-96,  281-300. 

4  The  Paper  Pound  of  1797—1821:  A  Beprint  of  the  Bullion  Beport  (Cannan,  ed. ), 
1919,  pp.  57-58. 
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prices   were  violent,   but  from   1844  to   1886,  the  fluctuations  in  gold 
supplies    were    much    greater    and    price    fluctuations    less.    Marshall's 
position  was  much  closer  to  that  of  the  experts  of  1810  than  to  that  of 
I  the  victors  of  1844.5 

Supporters  of  the  currency  school  had  also  introduced  an  untenable 
theory,  namely,  that  once  the  boom  had  been  deflated,  it  was  imperative 
to  withhold  additional  supplies  of  money.  But  such  practices  would 
only  multiply  losses  and  bankruptcies.  In  fact,  as  Hawtrey  shows,  on  one 
occasion  before  1847  the  Bank  of  England  had  refused  to  give  credit 
in  the  midst  of  a  crisis.  In  later  years,  the  Bank  became  less  restrictive; 
it  would  lend  but  at  much  higher  rates  of  interest.  The  presently  accepted 
view  that  once  the  bubble  had  burst  or  there  were  signs  of  impending 
declines,  the  rate  of  interest  should  be  reduced  was  not  clear  to  the 
British  even  as  late  as  1920-1921  and  apparently  not  clear  to  many  an 
authority  in  this  country  even  as  late  as  1954.6 

With  a  collapse,  prices  would  fall,  the  rate  of  interest  rise,  and  hence 
the  outflow  of  gold  would  stop.  More  British  exports  and  long-term 
securities  would  be  purchased,  for  at  higher  rates  of  interest  the  prices 
of  securities  would  be  depressed.  Indeed  in  a  great  decline,  it  may  take 
much  time  and  much  money  to  induce  purchases  of  securities.  It  is 
difficult,  then,  to  justify  the  restrictions  on  issue  even  if  they  did  contain 
the  original  cyclical  rise.  In  a  passage  below,  Mill  expresses  well  the 
folly  of  rigid  limitations  on  central  bank  issues,  and  in  a  later  passage  he 
insists  upon  the  need  for  satisfying  the  liquidity  preference  of  business- 
!  men  in  a  period  of  lack  of  confidence.  (Here  he  sounds  almost  like  a 

nineteenth-century  Keynes. ) 7 
i 

In  the  first  place,  a  large  extension  of  credit  by  bankers,  though  most  hurt- 
ful when,  credit  being  already  in  an  inflated  state,  it  can  only  serve  to  retard 
and  aggravate  the  collapse,  is  most  salutary  when  the  collapse  has  come,  and 
when  credit  instead  of  being  in  excess  is  in  distressing  deficiency,  and  increased 
advances  by  bankers,  instead  of  being  an  addition  to  the  ordinary  amount 
of  floating  credit,  serve  to  replace  a  mass  of  other  credit  which  has  been 
suddenly  destroyed.  Antecedently  to  1844,  if  the  Bank  of  England  occasionally 
aggravated  the  severity  of  a  commercial  revulsion  by  rendering  the  collapse 
of  credit  more  tardy  and  hence  more  violent  than  necessary,  it  in  return 
rendered  invaluable  services  during  the  revulsion  itself,  by  coming  forward 
with  advances  to  support  solvent  firms,  at  a  time  when  all  other  paper 
and  almost  all  mercantile  credit  had  become  comparatively  valueless.  This 
service  was  eminently  conspicuous  in  the  crisis  of  1825—6,  the  severest  probably 

5  Official  Papers  of  Alfred  Marshall,  1926,  pp.  54-55,  111-112,  and  140-141. 

0  Hawtrey,  op.  cit.,  pp.  21-23,  133;  and  United  States  Monetary  Policy:  Recent 
Thinking  and  Experience,  1954,  Hearings  of  the  Joint  Committee  on  the  Economic 
Report,  pp.  26-27. 

7  J.  S.  Mill,  Principles  of  Political  Economy  (Ashley,  ed.),  1920,  pp.  662-664. 
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ever  experienced;  during  which  the  Bank  increased  what  is  called  its  cir- 
culation by  many  millions,  in  advances  to  those  mercantile  firms  of  whose 
ultimate  solvency  it  felt  no  doubt;  advances  which  if  it  had  been  obliged  to 
withhold,  the  severity  of  the  crisis  would  have  been  still  greater  than  it  was. 

What  Mill  knew  in  the  middle  of  the  nineteenth  century  was  not 
known  to  many  in  authority  in  the  twentieth  century.  I  do  not  have 
in  mind  merely  the  British  mistakes  even  as  late  as  the  1920s.  When  the 
American  economy  collapsed  in  1929  and  remained  dormant  in  the 
early  thirties,  the  Secretary  of  the  Treasury  announced  that  we  must 
liquidate  labor,  liquidate  farmers,  etc.,  and  the  President  insisted  that 
the  way  out  was  to  increase  taxes  and  reduce  public  expenditures  (and 
thus  reduce  monetary  supplies  and  increase  bankruptcies),  and  even 
candidate  Roosevelt  would  balance  the  budget  in  the  midst  of  declining 
demand. 

Central  Bank  Responsibility 

Some  of  the  points  raised  in  the  preceding  sections  suggest  the  need 
of  a  somewhat  fuller  discussion  of  the  problem  of  central  banking.  Policy 
is  virtually  ruled  out  unless  a  country  has  a  central  monetary  authority 
which  assumes  some  responsibility  for  the  public  interest,  however  that 
is  defined.  It  took  a  long  time,  however,  before  central  banks  acknowl- 
edged such  responsibilities  in  an  adequate  manner. 

Thus,  in  1840,  Lord  Overstone,  the  greatest  authority,  commented  as 
follows  to  an  official  committee:  "...  It  seems  to  me  that  the  whole 
doctrine  of  the  duty  of  the  Bank  of  England  to  support  public  credit  (a 
doctrine  strongly  enforced  by  public  opinion,  ...  [is]  I  think,  too 
readily  acquiesced  by  the  Bank  itself.  ...  )."  At  the  1857  hearings  an 
ex-governor  of  the  Bank  of  England,  when  questioned  by  Gladstone, 
then  Chancellor  of  the  Exchequer,  concerning  sales  of  securities  by  the 
Bank  to  restore  its  reserves,  replied  that  securities  were  indeed  sold  but 
with  the  notes  thus  received  discounts  were  increased.  Imagine  a  central 
bank  taking  cash  away  from  the  public  in  the  midst  of  a  panic!  "Both  in 
1847  and  1857  .  .  .  the  Bank  directors  contended  that  the  Banking  De- 
partment was  quite  safe  though  its  reserve  was  nearly  all  gone,  and  that 
it  could  strengthen  itself  by  selling  securities  and  refusing  to  discount. 
.  .  .  "8  As  late  as  1857,  Newmarch  was  complaining  of  the  Bank  of 
England's  practice  of  reducing  rates  and  competing  with  the  market.9 

By  the  time  Bagehot  wrote  his  book  in  1873,  he  agreed  that  the  Bank 
was  taking  its  public  responsibilities  seriously  but  complained  it  was  not 
ready  to  acknowledge  them.  The  bank  had  in  fact  moved  from  a  policy 

8W.  Bagehot,  Lombard  Street,  1873  (H.  Withers,  ed.),  1915,  p.  65,  and  T.  E. 
Gregory  (ed. ),  Select  Statutes,  Documents  and  Reports  Relating  to  British  Banking, 
1832-1928,  1929,  vol.  II,  p.  50. 

9  Gregory,  op.  cit.,  vol.  II,  pp.  60-64. 
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of  refusing  to  discount  or  restricting  the  period  of  discount  in  crisis' 
periods,  to  one  of  making  credit  available  but  at  much  higher  rates.  As 
Bagehot  put  it,  a  panic,  in  a  word,  is  a  species  of  neuralgia^  and  accord- 
ing to  the  rules  of  sciences  you  must  not  starve  it.  "...  In  contrast  to 
Ricardo,  who  had  held  that  banks  'have  no  security  on  any  system'  under 
panicky  conditions,"  Bagehot  insisted  "upon,  very  large  loans  at  very 
high  rates  of  interest  when  a  foreign  drain  is  added  to  a  domestic 
drain."10 

We  have  indeed  moved  far  from  the  views  held  by  S.  J.  Loyd  (then  a 
banker  in  Manchester )  when  he  testified  as  follows : " 

The  Act  of  1844  was  supposed  to  have  released  the  Bank  from  any  necessity 
of  attending  to  the  public  interest,  and  it  was  supposed  that  the  bank  was  at 
liberty  practically  to  look  to  its  own  profits,  and  not  to  the  general  interest 
of  the  public;  was  that  your  impression  of  the  operation  of  the  Act? — In  a 
certain  sense  of  the  word,  I  think  that  is  correct;  it  is  desirable  so  to  organize 
all  public  institutions,  that  looking  to  their  own  interests  wisely  and  discreetly, 
and  taking  a  sufficiently  comprehensive  view  of  them,  will  be  the  best  course 
not  only  for  their  own  but  for  the  public  interest  also.  At  the  same  time, 
the  Bank,  from  the  magnitude  of  its  resources  and  transactions,  stands  in  a 
peculiar  position.  The  Bank,  to  whatever  extremity  it  may  allow  its  means 
to  be  reduced,  can,  by  the  very  magnitude  of  its  operations,  in  the  last 
extremity  make  an  effort  which  is  almost  sure  to  protect  itself,  but  that  effort 
will  entail  on  the  community  very  serious  consequences  and  produce  very 
great  mischief;  in  that  respect  the  Bank  seems  to  me  to  differ  considerably 
from  all  private  concerns.  If  I  mismanage  my  private  bank,  I  am  ruined  but 
the  public  sustain  little  inconvenience;  but  if  the  Bank  of  England  commits 
some  great  mistake,  the  Bank  can  save  iteself,  whilst  it  spreads  extensive 
injury  throughout  the  community;  in  that  respect,  I  think  it  differs  in  an  im- 
portant sense  from  a  private  concern. 

Management  of  Gold  and  the  Bank  Rate 

It  is  widely  thought  (perhaps  too  widely)  that  the  gold  standard 
functioned  reasonably  well  from  the  Napoleonic  War  to  World  War  I, 
though  not  the  gold  standard  as  envisaged,  say,  by  the  adherents  of  the 
currency  school.  The  gold  standard  gradually  became  a  managed 
standard,  with  the  primary  objective  being  protection  of  gold  reserves 
as  the  means  of  preventing  large  international  disequilibria.  Indeed,  the 
management  was  often  primitive  and  especially  since  such  legislation 
as  the  Bank  Act  of  1844  tied  the  hands  of  the  managers. 

A  major  factor  in  the  evolution  of  management  has  been  the  use  of 
bank  rate.  Even  in  the  1830s,  it  was  known  that  a  rise  in  the  bank 
rate  by  the  Bank  of  England  would  discourage  demand  for  credit  and 
thus  influence  business  activity.  A  governor  of  the  Bank  of  England  said 

10  Bagehot,  op.  cit.,  pp.  48-65. 

11  Evidence  of  S.  J.  Loyd  before  the  Secret  Committee  on  Commercial  Distress, 
May,  1848,  par.  5192. 
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in  1848  that  a  high  bank  rate  "...  is  extremely  prejudicial  to  com- 
merce, and  that  it  is  totally  uncalled  for  when  the  exchanges  are  in  favor 
of  this  country,  which  they  must  be  at  those  times  of  commercial 
pressure."  But  with  gold  moving  out,  it  was  held  necessary  to  protect 
the  Bank,  for  rates  would  rise  and  the  Bank,  if  it  were  not  to  be  pressed 
too  hard,  must  protect  itself. 

The  view  so  well  expressed  by  Ricardo  in  his  essay  on  The  Higher 
Price  of  Bullion  (1810)  continued  to  be  the  dominant  one  throughout 
the  nineteenth  and  part  of  the  twentieth  centuries.  It  was  not  possible 
in  his  view  to  influence  the  rate  of  interest  except  temporarily  through 
monetary  creation.  Wicksell  and  notably  Keynes  were  to  correct  this 
view  more  than  one  hundred  years  after  Ricardo.  To  accept  the  position 
of  Ricardo  (and  Adam  Smith)  would  be  to  deny  that  there  can  be  any 
control  over  the  rate  of  interest.12 

To  suppose  that  any  increased  issues  of  the  Bank  can  have  the  effect  of 
permanently  lowering  the  rate  of  interest,  and  satisfying  the  demands  of  all 
borrowers,  so  that  there  will  be  none  to  apply  for  new  loans,  or  that  a  pro- 
ductive gold  or  silver  mine  can  have  such  an  effect,  is  to  attribute  a  power  to 
the  circulating  medium  which  it  can  never  possess.  Banks  would,  if  this 
were  possible,  become  powerful  engines  indeed.  By  creating  paper  money, 
and  lending  it  at  three  or  two  per  cent,  under  the  present  market  rate  of 
interest,  the  Bank  would  reduce  the  profits  on  trade  in  the  same  proportion; 
and  if  they  were  sufficiently  patriotic  to  lend  their  notes  at  an  interest  no 
higher  than  necessary  to  pay  the  expences  of  their  establishment,  profits  would 
be  still  further  reduced;  no  nation,  but  by  similar  means,  could  enter  into 
competition  with  us,  we  should  engross  the  trade  of  the  world.  To  what  ab- 
surdities would  not  such  a  theory  lead  us!  Profits  can  only  be  lowered  by  a 
competition  of  capitals  not  consisting  of  circulating  medium.  As  the  increase 
of  Bank-notes  does  not  add  to  this  species  of  capital,  as  it  neither  increases  our 
exportable  commodities,  our  machinery,  or  our  raw  materials,  it  cannot  add 
to  our  profits  nor  lower  interest. 

Let  us  review  the  history  of  control  through  variations  in  the  bank 
rate,  that  is,  the  rate  charged  by  the  central  bank.  As  early  as  1832, 
the  governor  of  the  Bank  of  England  acknowledged  that  with  a  monopoly 
of  free  issue  of  currency  notes,  the  Bank  of  England  could  set  a  rate 
above  which  other  lenders  could  not  lend.  In  1857,  the  greater  in- 
fluence in  rising  than  in  declining  periods  was  stressed.13 

The  1832  pronouncement  was  as  follows:14 

The  Bank,  fixing  a  public  rate  of  interest  at  which  it  may  be  willing  to  dis- 
count all  approved  bills  of  a  given  description,  and  being  the  only  body  issuing 

12  Ricardo,  vol.  Ill,  p.  92. 

13  Gregory,  op.  cit.,  vol.  I,  p.  15;  vol.  II,  pp.  56-58. 

14  Ibid.,  vol.  I,  p.  15;  cf.  also  E.  Wood,  English  Theories  of  Central  Banking  Con- 
trol, 1819-1858,  1939,  chaps.  4-5;  and  Tooke  and  Newmarch,  A  History  of  Prices, 
vol.  Ill,  pp.  109-113, 
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money  ad  libitum,  within  the  sphere  of  the  circulation  of  such  bills,  thereby 
fixes  the  maximum  of  the  rate  of  interest  during  the  existence  of  such  notice, 
I,  and  consequently  all  persons  having  money  already  in  existence  to  employ, 

must  necessarily  offer  to  lend  it  under  the  Bank's  public  rate,  except  in  times 
of  actual  scarcity  or  deficiency  of  money  currency.   .   .   . 

As  more  was  learned  about  rate  controls,  changes  in  rates  were  used 
more  frequently.  Thus  in  the  1840s  there  were  relatively  few  changes  in 
rates.  In  1873,  the  Bank  of  England  revised  its  rates  twenty-four  times. 
After  an  exhaustive  survey,  Palgrave  associated  the  increase  of  changes 
in  rates  with  the  small  cash  reserves  relative  to  the  rise  in  the  supply 
of  loanable  capital.15 
I  Throughout  the  nineteenth  century,  however,  the  orthodox  view  was 

that  the  Bank  follows  the  market.  At  the  hearings  of  the  Select  Commit- 
tee of  Banks  of  Issues  in  1840,  Lord  Overstone  put  the  usual  view  well:16 

2794.  Upon  what  do  vou  conceive  the  rate  of  interest  to  depend;  does  it 
depend  upon  the  amount  of  circulation? — The  rate  of  interest  may  be  tem- 
porarily affected  during  an  increase  or  a  diminution  in  the  amount  of  paper 
circulation.  I  apprehend  that  the  general  range  of  the  rate  of  interest  is  liable 
to  be  affected  in  varying  degrees  by  many  considerations;  but  it  is  correct 
to  say  generally,  that  it  depends  upon  the  proportion  between  the  quantity  of 
capital  in  the  country  and  the  demand  for  the  employment  of  it. 

2795.  Does  the  Bank  of  England  regulate  it? — No.  It  cannot  be  said,  in 
the  proper  meaning  of  the  words,  that  the  Bank  regulates  the  rate  of  interest 
in  this  country,  though  she  undoubtedly  may  exercise  an  influence  over  the 
temporary  fluctuations  in  the  rate  of  interest.  During  short  periods,  the  Bank 
of  England,  being  a  very  large  and  powerful  body,  with  means  and  resources 
out  of  proportion  to  the  mass  of  the  community,  may  produce  slight  temporary 
oscillations  in  the  rate  of  interest;  but  she  cannot  affect  the  general  altitude 
of  the  rate  of  interest. 

But  somehow  he  did  not  see  the  contradiction  between  the  above 
position  and  his  insistence  that  higher  rates  by  the  Bank  stop  the  outflow 
of  gold  and  bring  contraction.17 

2839.  What  was  the  effect  of  the  Bank  raising  the  rate  of  interest  in  1839? — 
I  apprehend  that  the  effect  was  extremely  valuable;  it  was  the  one  measure 
by  which  the  Bank  did  any  thing  to  meet  the  drain  under  which  we  were 
suffering.  I  think  it  is  important  to  observe,  that  raising  the  rate  of  interest 
during  an  efflux  of  bullion  is  a  measure  strictly  in  conformity  to  what  would 
be  the  course  of  things  with  a  metallic  circulation.  If  with  a  metallic  circula- 
tion a  drain  took  place,  the  circulation  would,  of  course,  be  undergoing  a  con- 

15  R.  H.  I.  Palgrave,  Bank  Rate  and  the  Money  Market,  1903,  especially  pp.  96- 
105. 

16  Gregory,  op.  cit.,  vol.  I,  pp.  44-46. 

17  Ibid.,  pp.  46-47. 
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traction;  which  contraction  would  necessarily  produce  a  continuous  tendency 
to  a  rise  in  the  rate  of  interest;  and  the  Bank  administering  a  paper  circulation 
is  strictly  conforming  to  the  action  of  a  metallic  currency,  when  she  raises  the 
rate  of  interest  during  the  export  of  bullion. 

In  1857,  a  former  governor  of  the  Bank  agreed  that  with  a  rise  in  the 
rate  the  market  followed.  But  the  ex-governor  insisted  that  "it  [the 
Bank]  has  no  other  power  than  what  is  given  to  it  by  the  state  of  the 
floating  capital  of  the  country,  and  the  portions  which  the  Bank  itself 
holds."  He  maintained  that  its  influence  is  especially  great  when  cash 
accumulates  at  the  Bank  in  anticipation  of  Treasury  disbursement  of 
dividends.18 

Bagehot,  writing  in  1873,  also  insisted  upon  limited  control  of  money 
rates  by  the  Bank,  even  when  it  had  a  monopoly  of  issue.  "A  bank  with  a 
monopoly  of  note  issue  has  great  sudden  power  in  the  money  market, 
but  no  permanent  power:  it  can  affect  the  rate  of  discount  at  any 
particular  moment,  but  it  cannot  affect  the  average  rate."19 

Even  Marshall  adhered  to  the  conventional  view,  though  he  conceded 
that  over  short  periods  the  discount  rate  could  deviate  from  rates  set 
by  market  forces,  e.g.,  through  the  interaction  of  supply  and  demand  for 
capital.  Even  as  late  as  1954,  top  management  in  the  United  States  was 
insisting  upon  the  hegemony  of  free-market  forces  even  though  the 
assets  held  by  Reserve  banks  exceeded  the  total  reserves  of  commercial 
banks  (a  rise  of  these  assets  increases  reserves  correspondingly,  ceteris 
paribus)  and  even  though  over  a  preceding  generation  monetary  ex- 
pansion in  the  face  of  unprecedented  demands  for  capital  had  reduced 
long-term  rates  from  4  to  2  per  cent.20 

Marshall  was  prophetic  here:  "The  rate  of  discount,  in  my  opinion, 
is  merely  the  ripple  of  a  wave  on  the  surface,  the  average  level  is  the 
rate  of  interest  which  can  be  got  for  the  investment  of  capital  and  this 
is  being  lowered  by  the  rapid  and  steady  growth  of  capital.  ...  I 
should  not  be  at  all  surprised  if  a  railway  company  could  borrow  on 
debentures,  on  even  less  than  2  per  cent  in  the  next  century."21 

But  to  return  to  the  main  theme.  The  orthodox  view  in  the  nineteenth 
century  was  far  from  the  Keynesian  one  that  through  monetary  policy 
the  rate  of  interest  could  be  influenced  greatly  and  especially  through 
the  effects  upon  income  and  savings.  It  is  now  widely  admitted  that 
intervention  by  monetary  authorities  can  greatly  affect  the  rates.22 

18  Ibid.,  vol.  II,  pp.  56-57. 

19  Bagehot,  op.  cit.,  pp.  110-111. 

20  Hawtrey,  op.  cit.,  pp.  27-28,  66-67;  Marshall,  op.  cit.,  pp.  130-131. 

21  Marshall,  op.  cit.,  pp.  27,  49. 

22  J.  M.  Keynes,  The  General  Theory  of  Employment,  Interest  and  Money,  1936, 
chaps.  13,  14.  But  Keynes,  with  his  emphasis  on  liquidity  preference,  was  less  op- 
timistic than  in  1930  of  the  capacity  of  the  monetary  authority  to  determine  rates. 
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How  is  a  rise  of  rates  to  reestablish  equilibrium?  On  several  occasions 
(e.g.,  1857),  the  authorities  of  the  Bank  of  England  denied  that  higher 
rates  attracted  large  amounts  of  capital  from  abroad.23  (This  view  was 
held  much  more  widely  in  the  next  seventy-five  years.)  Rather  they 
tended  to  emphasize  the  effects  of  higher  rates  on  domestic  demand  and, 
therefore,  the  conservation  of  central  bank  reserves.  In  his  analysis 
of  nineteenth-century  policy,  Hawtrey  listed  the  effects  of  higher  central 
bank  rates  in  three  stages :  ( 1 )  an  initial  effect  through  inflows  of  capital, 
( 2 )   the  reduced  demand  for  notes   ( and  reserves )   accompanying  the 

II  deflation,  and   (3)   the  ultimate  gain,  namely,  a  return  of  notes  from 

circulation  in  response  to  higher  rates  for  all  countries  involved.  Hawtrey 

..  insisted  that  obtaining  gold  at  the  expense  of  other  countries  was  only  a 

temporary  solution.  They,  in  turn,  would  adopt  deflationary  policies  and 
attract  back  the  gold  previously  lost.  The  competition  for  gold  in  the 
1920s  is  a  case  in  point.  Here  a  deflation  in  the  United  States  increased 
pressure  on  British  reserves,  and  the  British,  in  turn,  introduced  de- 
flationary policies.  Again  in  the  late  twenties  the  United  States  reduced 
rates  as  a  means  of  easing  pressures  on  British  reserves.24 

A  central  bank  attempts  to  determine  the  amount  of  money  outstand- 
ing by  making  its  rates  effective;  that  is  to  say,  a  rate  of  6  per  cent  by 
the  central  bank  is  innocuous  with  market  rates  4  per  cent.  To  bring 
the  market  rate  up  to  6  per  cent,  the  central  bank  must  force  the  market 
to  borrow  from  it.  Hence,  central  banks  have  developed  techniques  for 
forcing  the  money  market,  inclusive  of  commercial  banks,  to  borrow. 
Even  in  the  latter  part  of  the  nineteenth  century,  the  Bank  of  England 
had  introduced  open-market  operations  as  an  instrument  for  forcing  the 
market  to  borrow — first  by  the  sale  of  consols  and  then  through  borrow- 
ing on  bills  from  the  market.25 

But  before  we  discuss  open-market  operations  at  greater  length,  we 
should  add  a  final  word  on  bank  rate.  The  discussions  in  the  nineteenth 
century  seem  rather  amateurish  compared  with  the  more  sophisticated 
treatment  of  the  post- World  War  I  period.  In  the  Macmillan  Report  or 
in  the  much  more  technical  treatment  in  Keynes's  Treatise  on  Money, 
one  will  find  much  on  the  relation  of  bank  rates  to  market  rates;  on  the 
relation  of  rates  to  the  flow  of  capital  and  gold;  on  the  effects  of  rates  on 
costs,  prices,  cost-price  ratios,  and  output;  and  finally,  on  the  limitations 
of  central-bank  influences  on  money  rates  even  when  supplemented  by 
open-market  operations.  These  limitations  spring  in  no  small  part  from 
the  bluntness  of  the  instrument  at  all  times,  the  possibility  of  misinter- 

23  But  cf .  Bagehot,  op.  cit.,  p.  47. 

24  Hawtrey,  op.  cit.,  especially  p.  45  and  chap.  4,  and  S.  E.  Harris,  Twenty  Years 
of  Federal  Reserve  Policy,  1933,  chap.  25. 

25  Cf.  W.  B.  Smith,  Economic  Aspects  of  the  Second  Bank  of  the  United  States, 
1953,  p.  53.  ( Sporadic  open-market  operations  are  described. ) 
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pretation  by  the  business  community  of  changes  in  rates,  and  the  im- 
potency  of  the  instrument,  especially  in  periods  of  depression.26 

In  Meade's  more  recent  treatment,  the  reader  will  find  an  even  more 
complex  approach.  Here  it  is  shown,  for  example,  that  in  response  to  a 
spontaneous  increase  of  lending  from  A  to  B,  corrective  measures  are 
taken  under  both  a  gold  and  a  paper  standard.  Under  the  former,  the 
rise  of  interest  rates  in  A  (and  reduction  in  B)  results  in  less  lending 
by  A  and  more  by  B;  in  response  to  higher  rates  and  less  money,  in 
reduced  domestic  expenditures  in  A  and  hence  reduced  imports  (and 
the  opposite  movements  for  B);  and  with  appropriate  marginal  propen- 
sities to  import  in  both  countries,  in  a  reduced  demand  for  A's  products 
and  hence  downward  pressure  on  A's  costs  and  prices.  Under  a  paper 
standard,  the  initial  depreciation  induces  an  adjustment  for  A  (less  im- 
ports and  more  exports),  but  here  again  the  rate  of  interest  will  play 
a  part  as  a  means  of  ensuring  internal  balance  and  offsetting  the  inflation 
associated  with  depreciation.27 

A  history  of  United  States  rate  policy  since  1913  also  is  not  very 
reassuring.  On  the  whole,  the  great  hopes  held  out  for  the  penalty  rate 
(i.e.,  a  rate  in  excess  of  the  market  and  used  as  a  depressant)  have  not 
been  fulfilled.  In  crucial  periods  the  reserve  authorities  have  not  used 
this  weapon;  frequently  they  were  restrained  by  the  availability  of  large 
liquid  resources,  by  banks  or  their  customers,  and  finally  in  the  few 
instances  when  they  had  recourse  to  this  weapon  (e.g.,  1953),  the 
authorities  revealed  a  high  degree  of  ineptitude.28 

Through  open-market  operations  a  central  bank  tries  to  influence  the 
cash  position  of  the  money  market.  For  example,  it  sells  assets,  and 
as  the  market  buys  them,  the  cash  reserves  of  the  market  are  reduced. 
But  it  should  be  noted  that  any  accumulation  of  deposits  by  the  Treasury 
at  the  central  bank  ( other  than  through  direct  borrowing  of  the  Treasury 
from  the  central  bank )  is  at  the  expense  of  the  money  market  and,  there- 
fore, deprives  the  market  of  cash.  Such  accumulations  are  then  a  variant 
of  an  open-market  operation.  Even  in  the  1830s  the  Bank  of  England 
had  learned  how  to  offset  Treasury  accumulations  of  cash  in  anticipation 
of  payments  of  dividends  on  consols.  "  .  .  .  The  Bank  has,  within  the 
last  few  years,  resorted  to  a  measure  that  has  worked  extremely  well  for 
the  purpose  of  mitigating  that  difficulty,  namely,  that  of  making  tem- 

26  See  especially  Report  of  the  Committee  on  Finance  and  Industry,  1931,  pt.  I, 
chaps.  8-11,  pt.  II,  pp.  94-99,  and  J.  M.  Keynes,  Treatise  on  Money,  1930,  chaps. 
13,  30-38. 

27  J.  E.  Meade,  The  Balance  of  Payments,  1952,  pp.  190-195. 

28  The  author  has  discussed  many  of  these  issues  in  his  Twenty  Years  of  Federal 
Reserve  Policy,  vols.  I  and  II,  1933,  but  also  see  the  various  hearings  (several 
listed  in  this  book)  on  monetary  policy  and  more  recently  in  Joint  Committee  on 
Economic  Report,  Monetary  Policy  and  the  Management  of  the  Public  Debt,  1952, 
and  United  States  Monetary  Policy,  1954. 
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porary    advances    during    the    month    preceding   the    payment    of   the 
dividends,  to  be  discharged  during  the  month  in  which  the  dividends 
are  coming  due;  and  by  that  means  an  approach  is  made  to  an  equalized 
|  state  of  the  circulation."29  In  the  later  years  of  the  nineteenth  century 

(cf.    Bagehot    and   Hawtrey),    techniques    improved   for   preventing   a 
starvation  of  credit  as  the  government  absorbed  cash,  and  the  Bank  had 
learned  how   to   drive  the  market  to   the   Bank  through   open-market 
operations  in  periods  of  excessive  expansion. 
jl  The  policy  of  the  Bank  of  England  in  the  first  half  of  the  nineteenth 

H  century  might  be  compared  with  some  early  experience  of  the  United 

States.  In  the  years  1817  to  1835  the  government  repaid  debt  in  almost 
every  year.  The  effects  on  circulation  were  adverse,  but  the  historian  of 
the  Second  Bank  of  the  United  States  welcomes  the  repayment  as  a 
check  to  inflationary  forces.  In  the  later  years  of  the  Second  Bank,  the 
government,  in  order  to  destroy  the  Bank,  carried  through  an  unusual 
policy,  namely,  large  withdrawals  of  cash  from  the  Bank  and  especially 
from  the  Northeastern  centers.30 

Open-market  Operations 

Even  in  the  first  half  of  the  nineteenth  century,  there  was  evidence 
that  banking  authorities  had  some  understanding  of  open-market  opera- 
tions, but  the  evidence  is  mixed.  Indeed,  in  the  late  1830s  officials  of  the 
Bank  denied  that  they  varied  their  securities  in  response  to  favorable  or 
unfavorable  exchange  conditions,  but  the  explanation  of  inaction  was 
that  they  felt  no  responsibility  to  interfere.  On  another  occasion  (1839) 
the  Bank  threatened  to  sell  securities  as  a  means  of  reducing  the  cir- 
culation in  a  period  of  external  drain.  This  suggests  a  comprehension 
of  the  mechanics  if  not  an  awareness  of  the  responsibility  of  a  central 
bank.  No  central  bank  in  modern  times  would  be  likely  thus  to  impair 
confidence  further.  But  interestingly  enough  Tooke  criticized  the  Bank 
for  not  carrying  out  its  threat.31  Professor  Elmer  Wood,  the  careful  his- 
torian of  the  period,  tells  us  that  in  the  second  quarter  of  the  nineteenth 
century  there  was  an  awareness  of  the  relation  of  the  Treasury  bills  held 
by  the  Bank  and  funds  available  to  the  market  and  that  the  market  was 
aware  it  could  replenish  its  funds  by  refusing  to  purchase  Treasury 
bills.32  Yet,  according  to  Wood,  the  Bank  authorities  in  the  thirties  ap- 
parently did  not  understand  that  sales  of  securities  reduced  the  reserves 
of  the  market. 

29  Gregory,  op.  cit.,  vol.  I,  p.  46.  Cf.  p.  76. 

30  Smith,  op.  cit.,  pp.  65,  161-162. 

31  Tooke  and  Newmarch,  op.  cit.,  pp.  88-89. 

32  Wood,  op.  cit.,  pp.  68-69,  87. 
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Through  open-market  operations  the  monetary  authority  may  seek 
much  higher  objectives,  namely,  reducing  or  increasing  the  cash  reserves 
of  the  banks,  the  source  of  monetary  expansion  of  banks.  A  purchase  of 
securities  would  increase  and  a  sale  of  securities  would  deplete  reserves. 
But  even  as  late  as  the  1920s  the  objective  of  the  Federal  Reserve  Board 
was  to  force  member  banks  into  debt  to  the  Reserve  banks  and  thus 
through  a  dislike  of  indebtedness  force  the  banks  to  contract  their  loans 
from  the  central  bank.  This  theory  was  revived  in  the  early  fifties.  In 
the  Great  Depression  the  Reserve  banks  tried  to  expand  the  total 
supply  of  money  by  trying  to  increase  reserves  of  member  banks  through 
purchases  of  securities  in  the  open  market.  But  the  rise  of  reserves  of 
banks  was  disappointing,  in  part  because  they  used  the  additional  cash 
substantially  to  repay  debts  at  Reserve  banks. 

Yet  the  history  of  the  years  1930  to  1955  suggests  that  central  banks 
now  try  to  increase  or  reduce  reserves  of  member  banks,  though  any  net 
effects  are  related  to  gold  flows  (an  importation  increases  reserves), 
currency  movement  (an  inflow  increases  reserves),  and  several  other 
factors.  What  is  more,  the  Reserve  banks  are  prepared  to  treat  reserves 
directly  through  changes  in  reserve  requirements.33 

Gold  and  Management 

Aside  from  management,  however,  the  gold  standard  underwent  con- 
siderable change.  The  amount  of  money  has  not  been  rigidly  tied  to 
gold.  In  fact,  the  major  fluctuations  in  currency  supplies,  as  well  as  the 
major  growth,  occurred  in  bank  deposits,  often  not  closely  tied  to 
fluctuations  in  gold  supplies. 

That  the  gold  standard  functioned  as  well  as  it  did  in  the  nineteenth 
century  is,  then,  to  be  associated  with  the  new  techniques  of  manage- 
ment, not  only  the  use  of  the  bank  rate  but,  as  noted,  the  beginnings  of 
what  has  since  come  to  be  known  as  "open-market  operations."  Another 
weapon  was  developed  in  the  later  years,  namely,  small  variations  in  the 
price  of  gold.  Thus  the  Bank  of  England  might  stimulate  an  inflow  of 
gold  by  varying  (reducing)  slightly  the  charge  for  coinage. 

In  addition  to  the  factors  mentioned,  we  shall  comment  on  several 
additional  points.  One  is  that  the  management  of  the  gold  standard  lay 
largely  with  the  British  in  the  nineteenth  century,  and  the  readiness  of 
the  British  to  convert  sterling  into  gold  and  act  as  a  short-term  and 
long-term  banker  for  the  world  provided  the  outside  world  with  second- 
ary reserves  when  a  great  inflation  or  a  loss  of  exports  threatened  the 
external  position  of  any  of  these  countries.  Moreover,  the  willingness  of 

33  Hawtrey,  op.  cit.,  pp.  68-71;  E.  A.  Goldenweiser,  Monetary  Management,  1949, 
chap.  4;  Harris,  Twenty  Years  of  Federal  Reserve  Policy,  pts.  2,  7,  8. 
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the  British  in  general  to  play  the  game  of  the  gold  standard  (i.e.,  contract 
in  periods  of  outflow  and  expand  in  those  of  inflow)  helped  sustain  it 
and  provide  the  necessary  leadership.  In  these  years,  moreover,  wages 
|  and  prices  had  not  assumed  the  rigidity  which  they  were  to  experience 

;  in  the  twentieth  century.  Again,  there  were  some  fortuitous  develop- 

ments that  were  also  helpful.  Gold  supplies  would  have  been  much  less 
adequate  to  lubricate  the  economic  machine  after  years  of  declining 
J  prices  and  assumption  of  the  gold  standard  by  many  additional  countries 

had  not  the  great  gold  discoveries  been  made  in  the  1850s  and  at  the 
end  of  the  century.  It  is  extremely  doubtful  that  the  price  collapse  of  the 
1840s  and  the  last  quarter  of  the  nineteenth  century  would  have  been 
allowed  to  continue  much  longer.  The  cure  would  have  been  an 
abandonment  of  gold.  What  is  more,  in  the  years  following  these  gold 
discoveries  the  great  economic  advances  with  increased  needs  for  money 
provided  a  rise  of  demand  to  offset  the  increase  of  supply  and  thus  ex- 
cluded a  major  inflation.  Throughout,  the  expansion  of  bank  deposits 
helped  solve  the  problem  of  monetary  needs  in  a  century  of  great  de- 
velopment. All  in  all,  except  in  wartime,  oscillations  in  prices  were 
moderate. 

A  Contrast  of  Positions  on  Gold,  1918,  1931,  and  1946 

Even  as  late  as^  1918,jhe  Cunliffe  Committee  expressed  strong  approval 
of  the  gold  standard.  No  question  was  raised  concerning  such  problems 
as  rigidities  of~cbsts  as  prices  decline  or  the  possibility  that  it  might 
be  preferable  to  stabilize  commodity  prices  rather  than  gold  or  to  seek 
higher  output  rather  than  protect  reserves  or  that  a  policy  which 
achieved  equilibrium  through  contraction  might  unnecessarily  damage 
the  economy.  Later  on,  these  questions  were  to  be  raised  by  Keynes 
during  his  attack  on  gold,  and  some  of  them  were  even  to  be  raised  by 
the  more  moderate  authors  of  the  Macmillan  Report  of  1931.  In  this  1931 
report  the  authors  suggest  the  difficulties  of  reconciling  domestic  and 
international  objectives  as  well  as  the  obstacles  to  expanding  purchasing 
power  through  central-bank  policy.  At  this  time,  the  emphasis  had 
shifted  to  the  problem  of  getting  out  of  a  depression,  whereas  the  Cun- 
liffe Committee  had  concentrated  its  attention  on  treating  inflation. 

In  the  Bretton  Woods  Agreements  of  1946,  the  principles  enunciated 
in  1931  were  given  the  support  of  the  signatory  powers,  for  in  these 
agreements  it  was  acknowledged  that  the  gold  standard  must  be 
operated  in  a  manner  not  to  interfere  with  domestic  objectives  of  em- 
ployment and  output,  and  revisions  of  exchange  rates,  inconsistent  with 
the  principle  of  gold,  would  be  not  only  tolerated  but  encouraged. 

Because  it  is  an  excellent  statement  of  how  gold  is  supposed  to  work, 
we  give  below  the  Cunliffe  description  of  the  gold  standard.  The  ad- 
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vances  over  Hume's  statement  in  the  eighteenth  century  are  limited  to 
the  greater  scope  given  to  management.34 

When  the  exchanges  were  favourable,  gold  flowed  freely  into  this  country 
and  an  increase  of  legal  tender  money  accompanied  the  development  of  trade. 
When  the  balance  of  trade  was  unfavourable  and  the  exchanges  were  adverse, 
it  became  profitable  to  export  gold.  The  would-be  exporter  bought  his  gold 
from  the  Bank  of  England  and  paid  for  it  by  a  cheque  on  his  account.  The 
Bank  obtained  the  gold  from  the  Issue  Department  in  exchange  for  notes 
taken  out  of  its  banking  reserve,  with  the  result  that  its  liabilities  to  depositors 
and  its  banking  reserve  were  reduced  by  an  equal  amount,  and  the  ratio  of 
reserve  to  liabilities  consequently  fell.  If  the  process  was  repeated  sufficiently 
often  to  reduce  the  ratio  in  a  degree  considered  dangerous,  the  Bank  raised 
its  rate  of  discount.  The  raising  of  the  discount  rate  had  the  immediate  effect 
of  retaining  money  here  which  would  otherwise  have  been  remitted  abroad 
and  of  attracting  remittances  from  abroad  to  take  advantage  of  the  higher  rate, 
thus  checking  the  outflow  of  gold  and  even  reversing  the  stream. 

If  the  adverse  condition  of  the  exchanges  was  due  not  merely  to  seasonal 
fluctuations,  but  to  circumstances  tending  to  create  a  permanently  adverse 
trade  balance,  it  is  obvious  that  the  procedure  above  described  would  not  have 
been  sufficient.  It  would  have  resulted  in  the  creation  of  a  volume  of  short- 
dated  indebtedness  to  foreign  countries  which  would  have  been  in  the  end 
disastrous  to  our  credit  and  the  position  of  London  as  the  financial  centre  of 
the  world.  But  the  raising  of  the  Bank's  discount  rate  and  the  steps  taken  to 
make  it  effective  in  the  market  necessarily  led  to  a  general  rise  of  interest 
rates  and  a  restriction  of  credit.  New  enterprises  were  therefore  postponed 
and  the  demand  for  constructional  materials  and  other  capital  goods  was 
lessened.  The  consequent  slackening  of  employment  also  diminished  the  de- 
mand for  consumable  goods,  while  holders  of  stocks  of  commodities  carried 
largely  with  borrowed  money,  being  confronted  with  an  increase  of  interest 
charges,  if  not  with  actual  difficulty  in  renewing  loans,  and  with  the  prospect 
of  falling  prices,  tended  to  press  their  goods  on  a  weak  market.  The  result 
was  a  decline  in  general  prices  in  the  home  market  which,  by  checking  im- 
ports and  stimulating  exports,  corrected  the  adverse  trade  balance  which  was 
the  primary  cause  of  the  difficulty. 

When,  apart  from  a  foreign  drain  of  gold,  credit  at  home  threatened  to 
become  unduly  expanded,  the  gold  currency  system  tended  to  restrain  the  ex- 
pansion and  to  prevent  the  consequent  rise  in  domestic  prices  which  ultimately 
causes  such  a  drain.  The  expansion  of  credit,  by  forcing  up  prices,  involves 
an  increased  demand  for  legal  tender  currency  both  from  the  banks  in  order 
to  maintain  their  normal  proportion  of  cash  to  liabilities  and  from  the  general 
public  for  the  payment  of  wages  and  for  retail  transactions.  In  this  case  also, 
the  demand  for  such  currency  fell  upon  the  reserve  of  the  Bank  of  England, 

34  The  Committee  on  Currency  and  Foreign  Exchanges  after  the  War,  1918,  pars. 
4r-7;  also  see  Report  of  Committee  on  Finance  and  Industry,  1931,  pp.  18-24;  S.  E. 
Harris,  Keynes:  Economist  and  Policy  Maker,  1955,  chap.  20  (and  references  there); 
and  Articles  of  Agreement,  International  Monetary  Fund  and  International  Bank 
for  Reconstruction  and  Development,  1944;  cf.  earlier  treatment  by  Meade. 
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and  the  Bank  was  thereupon  obliged  to  raise  its  rate  of  discount  in  order  to 
prevent  the  fall  in  the  proportion  of  that  reserve  to  its  liabilities.  The  same 

t  chain   of  consequences   as  we  have  just  described  followed  and  speculative 

trade  activity  was  similarly  restrained.  There  was  therefore  an  automatic 
machinery  by  which  the  volume  of  purchasing  power  in  this  country  was 
continuously  adjusted  to  world  prices  of  commodities  in  general.  Domestic 
prices  were  automatically  regulated  so  as  to  prevent  excessive  imports;  and 
the  creation  of  banking  credit  was  so  controlled  that  banking  could  be  safely 

:  i  permitted   a   freedom   from   State   interference  which  would  not  have   been 

1 1  possible  under  a  less  rigid  currency  system. 

•  Under  these  arrangements  this  country  was  provided  with  a  complete  and 

effective  gold  standard.  The  essence  of  such  a  standard  is  that  notes  must 
always  stand  at  absolute  parity  with  gold  coins  of  equivalent  face  value, 
and  that  both  notes  and  gold  coins  stand  at  absolute  parity  with  gold  bullion. 
When  these  conditions  are  fulfilled,  the  foreign  exchange  rates  with  all  coun- 

\ ,  tries   possessing  an   effective   gold  standard  are  maintained  at  or  within  the 

gold  specie  points. 

Some  Conclusions  to  Chapters  9  and  10 

Ricardo's  views  on  monetary  policy  greatly  influenced  the  discretion 
or  lack  of  it  allowed  the  monetary  authority  and,  of  course,  monetary 
policy.  His  influence  was  felt  in  the  resumption  of  payments  in  the  post- 
Napoleonic  period,  in  the  Bank  Act  of  1844,  and  in  monetary  regulations 
and  policy  in  the  century  following  1844.  But  Keynes  and  the  Great 
Depression  greatly  reduced  the  hold  of  the  Ricardian  ghost. 

For  Ricardo  the  task  of  the  monetary  authority  was  a  distinctly  limited 
one,  for  in  his  view,  as  in  Adam  Smith's,  the  distribution  of  precious 
metals  was  determined  by  fundamental  forces,  and  therefore  the  supply 
of  money,  inclusive  of  paper  money,  had  to  be  limited  to  the  supply  that 
would  have  been  outstanding  had  only  gold  circulated.  The  central  bank 
had  only  to  redeem  its  notes  at  a  fixed  price  in  relation  to  gold,  and  it 
followed  that  should  the  foreign  exchanges  depreciate  beyond  a  point 
given  by  the  cost  of  shipping  gold,  the  explanation  could  only  be  ex- 
cessive issues  brought  on  by  the  absence  of  the  restraining  influence  of 
convertibility.  Though  Ricardo  was  aware  that  the  value  of  gold  itself 
might  fluctuate  and  therefore  was  not  an  ideal  standard,  he  nevertheless 
preferred  it  to  a  commodity  standard,  which  he  considered  impractical. 
But  despite  his  awarness  of  the  deficiencies  of  gold,  he  nevertheless 
exaggerated  the  extent  to  which  overissue  of  paper  money  accounted 
for  the  depreciation  of  the  exchanges,  and  underestimated  the  con- 
tribution of  the  changing  value  of  gold  and  the  political  and  military 
events  which  Malthus  stressed  so  much.  Nor  did  he  allow,  as  many  of 
his  contemporaries  and  later  authorities  had  allowed,  for  the  variations 
in  the  demand  for  money  associated  with  increased  drains  from  within, 
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a  movement  in  current  terminology  which  might  be  subsumed  under  in- 
creased liquidity.  Thornton,  Fullarton,  J.  S.  Mill,  and  Marshall  all  recog- 
nized the  fact  that  the  Ricardian  system  and  the  theory  behind  the 
Bank  Act  of  1844  could  greatly  damage  the  economic  system  in  that 
money  would  be  reduced  as  though  gold  were  being  exported  when, 
in  fact,  more  money  was  being  absorbed  in  hoards  or  possibly  to  meet 
increased  needs  of  trade. 

The  strait  jacket  imposed  upon  the  economy  by  the  Bank  Act  of  1844 
would  have  done  much  more  damage  than  it  actually  did  had  not 
an  element  of  elasticity  been  injected  by  the  rise  of  banking  deposits, 
fortunate  discoveries  of  gold,  and  suspension  of  the  Act.  Moreover,  the 
system  gradually  emerged  as  a  managed  system,  not  the  automatic  one 
envisaged  by  Ricardo  and  Overstone,  the  joint  parents  of  the  Bank 
Act  of  1844.  Though  for  long  periods  disposed  to  act  on  behalf  of  their 
stockholders,  the  managers  of  the  Bank  gradually  assumed  responsi- 
bilities in  the  public  interest.  Confused  for  many  years  in  their  use  of 
rate  policy  and  especially  of  open-market  policies,  they  gradually 
learned,  however,  to  use  these  weapons  as  a  means  of  averting  specula- 
tive movements  and  providing  help  in  periods  of  distress. 

But  fundamentally  the  principle  of  tying  the  hands  of  the  authority 
prevailed  throughout  the  nineteenth  and  early  twentieth  centuries,  in 
part  because  of  the  fear  of  abuse  and  in  part  because  of  a  persistent 
view  that  the  issue  of  money  could  not  influence  the  rate  of  interest 
in  any  significant  sense.  It  is  not  surprising,  then,  that  from  the  check 
of  convertibility  demanded  by  the  Bullionists  in  the  Napoleonic  War, 
the  system  deteriorated  to  the  one-third  reserve  rule  of  the  1830s  and 
then  to  the  system  of  rigid  limitations  imposed  in  1844.  Indeed,  the 
system  was  relaxed  to  some  extent  through  the  suspension  of  the  Bank 
Act  in  emergencies,  in  war  through  the  issue  of  Treasury  notes,  and 
finally  in  recent  years  by  more  flexible  limitations  on  fiduciary  issues  and 
a  system  of  shielding  the  economy  from  external  movements  of  reserves. 
But  once  the  view  is  accepted  that  monetary  and  especially  fiscal  policy 
can  influence  the  rate  of  interest  in  a  fundamental  sense,  then  the  rigid 
monetary  systems  inherited  from  Ricardo  and  Overstone  must  give  way 
to  more  elastic  systems. 

What  is  more,  the  much  greater  attention  paid  to  domestic  employ- 
ment, growth,  and  balance,  in  contrast  to  the  Ricardian  concentration  on 
the  effects  of  domestic  policy  upon  the  foreign  exchanges,  suggests  the 
need  of  adjusting  monetary  supplies  to  the  needs  of  the  domestic  situa- 
tion. Where  the  result  is  external  imbalance,  then,  as  we  shall  see,  spe- 
cial measures  must  be  taken  to  protect  the  external  position,  but  not  at 
the  expense  of  substantial  losses  at  home.  Among  these  measures  are 
controls,  the  use  of  exchange  flexibility,  and  international  cooperation  in 


If  I 


II 


116  Money,  Capital  Movements,  and  the  Balance  of  Payments 

the  form  of  credits,  agreements  on  adjustments  in  exchanges,  and  reason- 
able commercial  policies.  How  far  we  have  moved  from  the  Ricardian 
(i  I  system  is  suggested  by  the  fact  that  the  United  Kingdom  could  lose  half 

I  I  of  its  gold  reserves  from  the  end  of  1950  to  the  end  of  1952,  yet  the  total 

earning  assets  of  the  Bank  of  England  increased  as  did  the  total  supply 
of  money  in  the  country,  and,  of  course,  no  serious  decline  in  business 
activity  occurred.  Under  the  present  British  system  the  economy  is  pro- 
.,  I  tected  against  the  effects  of  large  losses  of  reserves  in  contrast  to  the 

1844  system,  under  which  they  were  purposely  subjected  to  pressures 
with  small  losses  of  reserves. 

Over  a  period  of  about  160  years  we  have  moved  from  the  view  that 
monetary  policy  has  a  most  restricted  part  to  play  in  economic  policy 
to  one  that  stresses  monetary  policy  and  finally  to  one  that  in  some 
circles  emphasizes  fiscal  policy  perhaps  even  more  than  monetary  policy, 
although,  of  course,  the  two  should  be  integrated.  In  order  to  give  both 
monetary  and  fiscal  policy  greater  scope,  it  is  obviously  necessary  not 
to  tie  the  monetary  system  to  the  supplies  of  gold  available  even  in  the 
more  elastic  relation  that  developed  in  the  seventy-five  years  following 
the  Act  of  1844.  The  inadequacies  of  gold  stand  out  the  more  the  greater 
the  emphasis  put  upon  domestic  objectives.  More  will  be  said  about  the 
interplay  of  monetary  and  fiscal  policy  in  later  chapters. 

Finally  an  additional  word  should  be  said  concerning  the  policy  of 
neutralization  sponsored  by  Keynes  and  carried  out  to  some  extent  in 
the  twenties  and  thirties.  In  World  War  I,  Sweden  had  allowed  her 
exchanges  to  appreciate  as  a  means  of  insulating  herself  against  world- 
wide inflation.  In  the  twenties,  the  United  States  tried  to  reduce  the 
magnetic  inflow  of  gold  by  reducing  its  interest  rate,  thus  easing  the 
monetary  situation  for  European  countries  embarrassed  by  outflows  of 
gold,  related  in  part  to  overvalued  currencies.  In  the  thirties,  the  prob- 
lem was  to  escape  from  the  worldwide  forces  of  depression.  One  ap- 
proach, frequently  supported  by  smaller  and  especially  agricultural 
countries,  was  to  restrict  output  and  exports  as  a  means  of  improving 
the  terms  of  trade,  and  these  measures  were  often  followed  by  exchange 
control  as  a  means  of  restricting  imports  and  conserving  reserves.  A 
common  therapy  was,  of  course,  exchange  depreciation.  Here  the  objec- 
tive was  to  insulate  against  the  decline  of  prices  of  international  com- 
modities. A  pound  sterling  reduced  from  $4.86  to  $3.50  meant  higher 
prices  for  imports  and  at  least  temporarily  lower  world  prices  for  ex- 
ports. The  resultant  gains  of  competitive  position  facilitated  an  expansion 
of  monetary  supplies  at  home  and  gave  greater  scope  to  deficit  financing, 
for  the  adverse  international  effects  would  be  blunted.  Even  general 
devaluations  as  one  depreciation  offset  another  would  at  least  encourage 
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monetary    expansion    everywhere.    These   experiences    in   the   interwar 

period  made  easier  a  wide  acceptance  of  monetary  and  fiscal  policies 

that   would   stress    objectives   of  high   employment,    domestic   stability,  Ijjj 

and  growth  rather  than  rigidities  of  exchange  rates. 

Anyone  who  has  followed  the  central  banking  theory  and  practice  of 
the  last  one  hundred  years  knows  that  much  progress  has  been  made. 
Though  central  banks  even  in  the  last  generation  have  sometimes  con- 
fused profit  making  with  broader  objectives,  they,  in  general,  pay  little 
attention  to  the  size  of  their  profits.  They  operate  on  behalf  of  the  public 
interest.  Here,  indeed,  many  disagreements  arise.  What  should  be  their 
objectives?  (More  on  this  later.)  Should  they,  as  Keynes  insisted,  use 
all  their  reserves  or  put  aside  a  large  proportion  never  to  be  used?  Do 
they  behave  with  adequate  courage  (cf.  Bagehot  and  Keynes)  in  such 
crises  as  those  of  1914  or  1939?  Have  they  paid  excessive  attention  to 
the  needs  of  the  Treasury  in  the  post- World  War  II  period?  Are  they 
influenced  too  much  by  international  objectives  and  interests?35 

35  For  helpful  fuller  treatments  of  many  of  these  issues,  see  Report  of  Committee 
on  Finance  and  Industry,  1931,  Cmd.  3897;  R.  G.  Hawtrey,  The  Art  of  Central 
Banking,  chap.  4,  1932;  J.  M.  Keynes,  Treatise  on  Money,  1930;  Kisch  and  Elkins, 
Central  Banking,  1928;  cf.  also  the  able  treatment  in  E.  Wood,  English  Theories  of 
Central  Bank  Control,  1939. 
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CHAPTER  11 

Trade  under  Gold  and  Variable  Exchange  Rates 


Introduction 

In  this  chapter,  the  objective  is  to  discuss  the  relation  of  prices  and 
foreign  exchanges.  In  Chapter  10,  we  have  presented  a  brief  discussion 
of  the  adjustments  under  gold.  The  historical  survey  suggests  that  there 
are  difficulties  in  obtaining  an  adjustment,  that  is,  a  stoppage  of  gold 
movements  through  effects  of  these  flows  upon  prices.  Hence,  in  this 
chapter  we  dwell  in  somewhat  more  detail  on  the  obstacles  to  the 
achievements  of  equilibrium  under  gold.  Then  we  turn  to  the  relation  of 
prices  and  exchange  rates.  Many  of  the  issues  involved  were  treated 
in  Chapters  8  to  10.  Here  we  concentrate  largely  on  the  difficulties  of 
explaining  exchange  rates  exclusively  by  fluctuations  in  money  and 
prices,   as  was   done,  for  example,   during  the  Napoleonic  Wars. 

Then  follows  an  analysis  of  the  relation  of  exchange  depreciation  to 
the  balance  of  trade  and  to  prices.  (In  Chapter  15,  we  consider  the 
reasons  for  adequate  or  inadequate  recourse  to  exchange  depreciation, 
and  in  Chapters  12  and  25  we  go  over  some  of  the  major  experiences 
with  depreciation.)  The  final  bit  is  concerned  with  the  contributions  of 
the  analysis  of  devaluation  through  the  orthodox  approach  of  movements 
in  prices,  costs,  and  elasticity  as  against  that  of  incomes. 

It  is  scarcely  necessary  to  remind  the  reader  that  since  World  War  I 
and  especially  since  World  War  II,  the  recourse  to  fluctuating  exchange 
rates  or  at  least  to  occasional  modification  of  rates  has  been  much  greater 
than  in  the  pre-World  War  I  period.  In  part,  the  explanation  has  been 
the  pressure  on  government  finance  related  to  war;  in  part,  dissatisfaction 
with  the  gold  standard,  which  tended  to  impose  a  rigidity  or  deflation 
upon  many  countries.  Depreciation  of  the  exchanges  offered  an  op- 
portunity to  expand  monetary  supplies  and  spending.  In  the  absence 
of  exchange  control  and  other  controls  affecting  international  trans- 
actions, the  recourse  to  exchange  adjustments  would  have  been  even 
greater  than  they  actually  were  after  the  Great  Depression. 
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Adjustment  under  Gold 

It  will  be  remembered  that  the__cla&si£aL  economists  believed  that 
automatic  adjustments  under  gold  would  be  made  in  the  following 
manner: 

A  country  with  an  unfavorable  balance  loses  gold,  so  that  prices  fall, 
exports  rise,  imports  fall,  and  the  loss  of  gold  stops.  In  other  words,  the 
country's  industries  become  more  competitive. 

A  country  with  a  favorable  balance  gains  gold,  so  that  prices  rise,  ex- 
ports fall,  imports  rise,  and  the  flow  of  gold  is  stopped. 

Those  who  were  dependent  on  this  mechanism  to  equilibrate  the 
balance  of  payments  today  would,  of  course,  be  greatly  disappointed. 
This  simple  theory  is  based  on  assumptions  not  verified  in  the  actual 
world.  Among  theseCgssumptions  are  the  following: 

\/First,  the  monetary  authority  will  allow  gold  to  flow.  Actually  central 
banks  are  disposed  to  tie  up  a  large  part  of  gold  reserves  which  is  then 
not  available  for  use. 

\)  Second,  a  loss  of  gold  brings  a  corresponding  decline  in  the  supply 
of  money.  In  the  modern  world  of  credit  and  distaste  for  deflation,  the 
association  of  gold  exports  and  corresponding  reductions  in  money  is 
not  to  be  expected.  Even  when  an  export  of  gold  is  allowed,  the  mone- 
tary authority  may  neutralize  the  effects  on  bank  reserves  by  open- 
market  operations,  i.e.,  the  purchase  of  government  securities,  which  in- 
creases the  reserves  of  the  banks  of  the  country  concerned. 
\  Third,  there  is  much  less  confidence  in  the  relation  of  monetary  sup- 
plies and  prices  than  there  was  in  Hume's  day  or  even  in  the  nineteenth 
century.  Hence  we  cannot  be  sure  that  a  reduction  in  monetary  supplies 
would  yield  a  corresponding  reduction  of  prices  or  even  any  decline  of 
prices.1 

a  Fourth,  prices  are  much  more  rigid  and  subject  to  all  kinds  of  im- 
perfections than  was  assumed  in  the  classical  theory.  With  extensive 
cartelization  of  industry,  for  example,  prices  may  not  be  cut  in  response 
to  reduced  supplies  of  money,  and  even  if  cut  by  exporters,  they  may 
be  kept  up  by  intermediaries  selling  the  exported  commodities  abroad. 

Fifth,  it  was  assumed  that  costs  would  move  with  prices.  Confronted 
with  international  competition  and  with  reduced  supplies  of  money,  ex- 
porters in  the  first  country  may,  indeed,  reduce  prices,  but  with  large 
capital,  tax,  and  other  fixed  charges  and,  possibly,  intransigent  trade 
unions  which  refuse  to  accept  the  brunt  of  the  adjustment  in  a  cut  in 
money  wage  rates,  the  decline  of  prices  may  not  be  offset  by  a  corre- 
sponding fall  in  costs.  Hence  the  decline  of  prices  does  not  solve  the 
problem  of  maladjustment,  for  with  business  becoming  increasingly  un- 

1  Cf.  fuller  discussion  in  Chap.  12. 
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profitable,  output  and  exports  decline.  In  this  context  rigidities  in  the 
domestic  industries  received  much  attention  in  Great  Britain  in  the  inter- 
war  period.  With  wages  and  other  costs  fairly  constant  in  these  in- 
dustries, in  part  because  they  were  sheltered  from  foreign  competition, 
it  was  not  easy  to  cut  them  in  the  export  (nonsheltered)  industries.  Thus 
unchanging  wage  rates  in  the  major  (i.e.,  the  sheltered)  industries 
I  i  aggravate  the  difficulties  of  cutting  them  in  the  nonsheltered  industries. 

Sixth,  as  prices  of  exports  decline,  it  is  assumed  that  (together  with 
the  reduction  of  imports)  sales  will  rise  sufficiently  to  balance  the 
accounts.  Obviously  assumptions  are  made  here  concerning  elasticities 
of  demand  for  both  exports  and  imports  which,  in  fact,  may  not  be 
realized.  The  response  to  a  reduction  in  the  price  of  exports  may  be 
small  abroad,  and  the  reduction  in  imports  associated  with  an  increase 
in  price  may  also  be  inadequate.  This  is  aside  from  the  complications 
introduced  when  allowance  is  made  (1)  for  other  countries  sharing  this 
problem  of  adjustment  and  thus  tending  to  cut  elasticity  of  demand, 
which  is  assumed  to  be  high  in  part  because  the  country  in  trouble  is 
presumed  to  capture  part  of  the  market  of  other  countries,  and  (2)  for 
the  restrictions  introduced  by  the  countries  being  "flooded"  with  cheaper 
goods  from  abroad. 

Seventh,  no  allowance  is  made  for  the  effects  on  other  items  in  the 
balance  of  payment,  e.g.,  capital  movements.  In  more  refined  versions 
of  this  theory,  it  was  held  that  the  loss  of  gold  is  accompanied  by  higher 
rates  of  interest  and,  hence,  the  adjustment  is  facilitated  by  an  inflow  of 
capital  into  the  country  losing  gold,  reducing  monetary  supplies,  and 
experiencing  higher  interest  rates.  But  in  the  last  generation,  we  have 
also  learned  that  outward  flows  of  capital  in  the  midst  of  gold  losses 
may  aggravate  rather  than  ease  the  adjustment. 

1  shall  not  trouble  the  reader  with  an  elaboration  of  the  mistaken 
assumptions  when  considered  in  relation  to  developments  in  the  receiv- 
ing country. 

In  an  interesting  presentation  Meade  shows  that  the  mechanism  of 
adjustment  is  roughly  the  same  whether  the  approach  is  through  the 
gold  standard  or  the  variation  in  exchange  rates.  The  treatment  is  given 
in  Table  ll-l.2 

It  will  be  noted  that  in  both  cases  the  emphasis  is  on  the  higher 
rates  of  interest,  under  gold  because  the  loss  of  gold  results  in  higher 
rates  and  under  the  paper  or  flexible  exchange  standard  because  the 
monetary  authority  treats  the  inflationary  tendencies  resulting  from 
depreciation  by  an  anti-inflationary  policy  at  home.  (But  obviously  fail- 
ure to  introduce  anti-inflationary  policies  would  mean  that  rates  of  interest 
would  not  rise.)  Under  gold  the  deflation  of  domestic  expenditures  re- 

2  J.  E.  Meade,  The  Balance  of  Payments,  p.  192. 
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Table  11-1.  The  Operation  of  the  Gold  Standard  and  of  Variable  Exchange 
Rates  with  a  Spontaneous  Increase  in  Foreign  Lending  from  A  to  B 

Gold  standard  Variable  exchange  rates 


A 
Gold  loss 


Higher  interest 
rates 

Reduced  lend- 
ing to  B 

* 


B 
Gold  gain 


Lower  interest 
rates 

Increased  lend- 


ing tp 


First  improvement  in 
balance  of  payments 


Deflation  of  do- 
mestic expenditure 

Reduced  demand 
for 


Inflation  of  do- 
mestic expenditure 

i 


Second  improvement  in 
balance  of  payments 


With  sum  of  mar- 
ginal propensities 
to  import  less  than 
unity,  net  fall  in 
demand  for  A's 
products  and  fall 
in  A's  prices  and 
wage  rates 


With  sum  of  mar- 
ginal propensities 
to  import  less 
than  unity,  net 
rise  in  demand  for 
B's  products  and 
rise  in  B's  prices 
and  wage  rates 


Terms  of  trade  move 


against  A 

/         \ 

Reduced  demand  Increased  demand 

for  imports  for  imports 

2^ £__ 


With  sum  of  elasticities  of 

demand  for  imports  greater 

than  unity,  third  improvement 

in  balance  of  payments 


Depreciation  of 
exchange  rate 


B 
Appreciation  of 
exchange  rate 


Terms  of  trade  move 
against  A 


Reduced  demand 
for  imports 


Increased  demand 
for  imports 


z 


With  sum  of  elasticities  of 

demand  for   imports   greater 

than  unity,  first  improvement 

in  balance  of  payments 


Net  increase  in 
demand  for  A's 
products 

Rise  of  interest 
rates  to  preserve 
internal  balance 


Reduced  lend- 
ing to  B 


\ 


^ 


Net  fall  in  demand 
for  B's  products 


Reduction  of  in- 
terest rates  to  pre- 
serve internal 
balance 


Increased  lend- 
ing to  A 


I 


Second  improvement  in  the 
balance  of  payments 


Deflation  of  do 
mestic  expendi 
ture 


Inflation  of  do- 
mestic expenditure 


With  sum  of  mar- 
ginal propensities 
to  import  less 
than  unity,  net 
fall  in  the  de- 
mand for  A's  pro- 
ducts restores 
internal  balance 


With  sum  of  mar- 
ginal propensities 
to  import  less  than 
unity,  net  rise  in 
the  demand  for  B's 
products  restores 
internal  balance 
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suits  in  reduced  demand  for  imports;  on  the  condition  that  the  sum  of 
marginal  propensities  to  import  is  less  than  unity,  a  net  fall  in  demand 
for  A's  products  and  a  fall  in  prices  and  wages  follow.  The  movement 
of  the  terms  of  trade  against  A  further  reduces  the  demand  for  imports, 
on  the  condition  that  the  sum  of  elasticities  of  demand  for  imports  is 
greater  than  unity.  Similar  developments  follow  under  a  flexible  standard 
i  except  that  the  sequence  is  different. 

|  The  Relation  of  Prices  and  Exchanges 

I 

Classical  economists  did  not  deal  with  an  approach  toward  equilibrium 

which  has  received  increasing  attention  in  the  last  generation,  namely, 
through  adjustments  in  foreign-exchange  rates.  Their  analysis  of  ex- 
change rates  was  concentrated  upon  the  relation  of  inflation  in  war- 
times and  fluctuations  in  the  exchange  rates.  We  discuss  this  problem 
briefly  before  turning  to  the  equilibrating  aspects  of  movements  in  ex- 
change rates. 

In  World  War  I,  Cassel,  the  Swedish  economist,  revived  interest  in  a 
simple  theory  of  the  relation  of  prices  and  exchange  rates.  The  reader 
will  recall  the  discussion  in  Chapter  9  of  the  relation  of  excessive  note 
issue,  imports,  and  exchange  depreciation.  In  World  War  I,  the  fall 
in  the  foreign  exchanges  of  belligerents  had  been  widely  associated  with 
speculative  influences  or,  more  narrowly,  foreign  plots.  The  emphasis  by 
practical  men  during  the  Napoleonic  period  on  excessive  imports  will 
be  recalled.  But  according  to  Cassel,  internal  inflation  was  the  explana- 
tion, exchange  rates  responding  to  changes  in  the  relative  purchasing 
power  of  two  currencies.  Thus,  if  prices  in  the  United  Kingdom  doubled 
and  remained  unchanged  in  the  United  States,  then  the  value  of  the 
pound  sterling  in  dollars  would  decline  from,  say,  $4.86  to  $2.43.  Then 
the  dollar  would  buy  twice  as  much  in  pounds  sterling  as  previously, 
but  each  pound  sterling  would  buy  only  half  as  much  in  British  goods. 
Relative  to  1913,  the  dollar  then  would  buy  as  much  in  British  as  in 
American  goods.  Hence  the  new  dollar-pound  price  would  reflect 
purchasing-power  parity. 

Cassel's  theory  did  not  deal  with  the  equilibrating  effects  of  move- 
ments in  exchange  rates.  He  and  other  proponents  tried  merely  to 
demonstrate  that  prices  and  exchange  rates  would  be  in  equilibrium.  As 
an  antidote  to  the  false  theories  circulating  in  World  War  I,  the  Cassel 
theory  was  helpful.  But  it  was  an  oversimplified  and  misleading  theory. 
Cassel  did  not  make  clear  what  price  levels  were  relevant.  International? 
Then  why  should  they  not  be  uniform  the  world  over,  with  allowances 
for  imperfections?  (In  fact,  the  early  classicists  and  Ricardo  in  particular 
insisted  that  allowing  for  costs  of  transportation,  tariffs,  etc.,  prices  of 
traded  commodities  were  identical.)  In  this  case  the  theory  is,  to  say 
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the  least,  not  revolutionary.  Domestic  commodities?  Why  should  ex- 
change rates  be  expected  to  move  in  sympathy  with  changes  in  prices  of 
domestic  commodities,  which  are  not  subject  to  international  com- 
petition? 

Nor  did  Cassel  allow  for  the  changes  in  price  levels  that  were  to  be 
associated  with  real,  that  is,  nonmonetary,  developments.  For  example, 
the  British,  losing  markets  and  investments  abroad  in  World  War  I, 
were  confronted  with  a  weakened  economic  position.  They  had  to  press 
their  exports  more  strenuously  to  meet  the  new  competition  and  offset 
the  losses  of  foreign  currencies  resulting  from  the  attrition  of  foreign  in- 
vestments. Their  appropriate  normal  price  vis-a-vis  competitors  had 
fallen.  The  issue  is  clarified  by  the  following:  Assume,  as  above,  that 
prices  rose  by  100  per  cent  in  the  United  Kingdom  and  remained  un- 
changed in  the  United  States.  Then,  if  the  United  Kingdom  wished  to 
restore  the  pound  sterling  to  $4.86  from  the  $2.43  level  to  which  it  had 
fallen,  according  to  the  purchasing-power-parity  theory  the  British  prices 
would  have  to  fall  from  200  to  100.  (I  assume  no  change  in  world 
prices. )  But  if  account  is  taken  also  of  the  nonmonetary  deterioration  of 
the  United  Kingdom,  then  the  normal  price  should  be  put  at,  say, 
75,  not  100,  and  hence  the  decline  required  for  reestablishment  of 
equilibrium  would  be  from  200  to  75,  not  200  to  100.  The  currency 
doctors  who  were  traveling  in  Africa,  Latin  America,  and  Asia  in 
the  interwar  period  and  basing  their  prescriptions  on  the  Ricardo- 
Cassel  diagnosis  were  applying  a  simplified  theory  to  a  complicated 
real  world. 

Finally,  this  theory  underestimated  the  importance  of  speculative 
factors.  There  was  not  always,  as  Cassel  assumed,  the  rebound  from 
deviations  of  exchanges  from  purchasing-power  parity  caused  by  these 
factors.  When  in  the  early  twenties  the  price  of  the  dollar  in  marks  rose 
by  1  billion  times  and  commodity  prices  in  Germany  by  but  100  million 
times  (relative  to  price  rises  in  the  United  States),  it  was  possible  to  buy 
German  commodities  at  10  cents  on  the  dollar.  Each  dollar  purchased 
1  billion  times  as  many  marks,  and  each  mark  %00  million  as  much  in 
goods.  According  to  the  simple  theory,  Germany's  exports  (a  bargain) 
and  their  prices  would  have  risen  and  imports  (expensive)  declined;  ex- 
ports from,  say,  the  United  States,  then  expensive,  would  have  fallen, 
and  their  prices  and  United  States  imports  risen  until  prices  were  again 
in  equilibrium  with  the  exchanges.  Obviously,  the  mark  would  have  risen 
in  value  as  more  marks  were  demanded  to  buy  German  goods  and  less 
dollars  purchased  with  marks  to  buy  American  goods.  But  this  theory 
leaves  out  of  account  that  supplies  of  German  goods  were  inadequate 
to  offset  the  speculative  purchases  of  dollars,  which  increased  the  more 
united  was  the  opinion  that  the  mark  would  continue  to  fall.  Hence  the 


II 
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dollar  value  of  the  mark  fell  progressively  below  that  suggested  by  the 
purchasing-power-parity  theory. 

j|  Ricardo   indeed  inspired  the  classical  position  that  an  overissue  of 

currency  was  the  explanation  of  a  depreciation  of  the  exchanges  beyond 
the  gold  points,  and  hence  anticipated  Cassel's  position.  In  the  marathon 
correspondence  with  Malthus  and  in  his  many  papers  and  speeches, 
Ricardo  adhered  to  this  position.  In  criticizing  Thornton,  he  allowed  that 
an  unfavorable  trade  balance  might  bring  about  a  depreciation,  but  not 
beyond  the  gold  points.  He  did  not  seem  to  see,  however,  that  once  a 
depreciation  had  taken  place,  then  the  state  of  the  balance  of  pay- 
ments might  greatly  influence  the  degree  of  depreciation.  On  these 
matters,  Malthus  was  much  more  realistic.3 
Ricardo  expressed  himself  thus:4 

The  supply  of  bills  and  the  demand  for  them  must  depend  on  previous  pur- 
||  chases  and   sales   of  goods   in  the  two  countries,   and  these  are  entirely  in- 

fluenced by  relative  prices.  But  relative  prices  are  determined  by  relative 
value  or  quantity  of  currencies.  Increase  the  quantity  of  currency  in  France, 
goods  will  rise  in  France,  and  will  be  exported  thither  from  England.  Bills  on 
France  will  fall  in  England,  bills  on  England  will  rise  in  France.  The  demand 
and  supply  will  be  strictly  regulated  by  the  relative  value  of  the  currencies 
of  the  two  countries.  Double  the  quantity  of  currency  in  England  and  com- 
modities will  rise  to  double  their  former  price  in  England,  and  twice  the 
quantity  of  the  money  of  England  will  be  given  for  the  former  quantity  of 
the  currency  of  France. 

f  Malthus's  views  were  as  follows:5 

It  really  appears  that  a  desire  to  simplify,  which  has  often  led  away  the  most 
scientific  men,  has  induced  you  to  ascribe  to  one  cause  phenomena  that  prop- 
erly belong  to  two,  and  not  to  give  sufficient  weight  to  the  facts  which  (to  me 
at  least)  appear  to  make  against  your  doctrine.  I  confess  I  am  still  of  opinion 
that  these  facts  are  not  all  satisfactorily  explicable  upon  your  principles;  and 
I  never  look  over  the  tables  of  exchange  without  being  more  and  more  con- 
firmed in  the  truth  of  what  I  stated  in  my  first  review,  that  "though  the  effects 
of  a  redundancy  of  currency  upon  the  exchange  are  sure,  they  are  slow  com- 
pared with  the  effects  of  those  mercantile  or  political  transactions,  not  con- 
nected with  the  question  of  currency  and  while  the  former  of  these  causes  is 
proceeding  with  a  steady  and  generally  uniform  pace,  the  more  rapid  move- 

3  Ricardo,  vol.  VI,  pp.  82-83;  cf.  vol.  Ill,  p.  83. 

4  Ibid.,  vol.  VIII,  p.  87.  Note,  however,  that  in  1802  Thornton  anticipated  Ricardo 
and  presented  a  theory  close  to  the  modern  purchasing-power  parity.  In  his  pres- 
entation, he  showed  that  exchanges  would  respond  to  the  relative  movement  of 
prices — the  effects  would  be  felt  in  the  bill  market,  as  the  inflationary  country 
would  sell  less  and  buy  more.  H.  Thornton,  An  Enquiry  into  the  Nature  and  Effects 
of  the  Paper  Credit  of  Great  Britain,  1802  (F.  Hayek,  ed.),  1939,  pp.  198-199. 

5  Ibid.,  vol.  VI,  p.  82. 
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merits  of  the  latter  are  opposing  aggravating  or  modifying  their  operations  in 
various  ways,  and  producing  all  those  complex  and  seemingly  inconsistent 
appearances  which  are  to  be  found  in  the  computed  exchange." 

Flexible  Rates  and  Equilibrium 

Now  we  return  to  the  use  of  flexible  exchange  rates  as  a  means  of 
equilibrating  the  balance  of  payments — in  contrast  to  a  theory  which 
holds  that  exchange  rates  reflect  relative  purchasing  powers  of  currencies. 
Impressed  by  the  overwhelming  difficulties  of  approaching  equilibrium 
through  the  deflationary  process  at  home,  Keynes — according  to  Keynes 
nothing  was  so  destructive  of  the  capitalist  process  as  the  prospect  of 
further  declines  in  prices — in  the  twenties  stressed  a  novel  approach: 
deflate  on  world  markets,  and  improve  one's  competitive  position  despite 
inflation  in  domestic  prices.  That  is,  what  is  required  is  a  reduction  in 
prices  abroad  for  the  country  suffering  from  disequilibrium,  and  the 
way  to  achieve  this,  without  introducing  deflation  at  home,  is  through 
a  depreciation  of  the  exchanges.  Thus  allow  the  pound  sterling  to  fall 
roughly  40  per  cent  from  $4.86  to  $2.90,  and  the  pound  sterling  becomes 
cheaper  in  dollars,  and  as  long  as  the  price  level  in  the  United  Kingdom 
does  not  rise  vis-a-vis  United  States  prices  (here  for  purposes  of  simpli- 
fication considered  as  world  prices)  in  the  proportion  of  2.9  to  4.86,  then 
British  prices  will  fall  on  world  markets.  With  dollars  more  expensive  im- 
port prices  would  rise  in  sterling  on  the  British  market  unless  the 
depreciation  were  accompanied  by  a  relative  fall  in  world  prices  of 
British  imports  corresponding  to  the  fall  in  the  value  of  the  pound 
sterling  in  dollars.  As  commodities  are  diverted  to  the  more  profitable 
world  markets  from  the  British  domestic  markets  (assuming  that  output 
remains  constant),  and  imports  are  discouraged  because  their  prices  in 
sterling  rise,  prices  in  the  United  Kingdom  tend  to  rise.  A  unit  of  ex- 
ports yields  more  pounds  sterling  per  unit,  and  a  unit  of  imports  costs 
more  per  pound  sterling.  Hence  the  movements  in  exchange  rates  directly 
impinge  on  prices.  But  on  top  of  that,  prices  rise  in  pounds  sterling  be- 
cause less  goods  are  available  as  exports  rise  and  imports  fall.  ( The  latter 
requires  correction  in  so  far  as  the  policy  of  depreciation,  as  in  the 
thirties,  raised  output. ) 

How  much  the  domestic  prices  in  Great  Britain  will  rise  or  British 
prices  on  world  markets  fall  in  response  to  the  depreciation  will  depend 
on  many  factors.  If  the  pound  sterling  falls  40  per  cent  in  dollars  (dollars 
rise  by  67  per  cent),  the  range  of  possibilities  is  a  fall  on  world  markets 
of  British  commodities  by  40  per  cent  ( with  prices  at  home  unchanged ) ; 
or  world  prices  of  British  exports  unchanged  and  prices  of  export  com- 
modities in  the  United  Kingdom  up  by  67  per  cent;  or  something  in 
between.  Equality  of  prices  on  sterling  and  dollar  markets  with  a  40 
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per  cent  fall  in  sterling  is  consistent  with  a  40  per  cent  decline  on  dollar 
markets  and  no  rise  in  British  markets  or  no  fall  of  British  export  prices 
on  world  markets  and  a  67  per  cent  rise  in  pound  markets.  The  more 

|  (J  |  elastic  supplies  are  at  home,  that  is,  in  the  United  Kingdom,  a  country 

01  depressing  its  exchanges  to  treat  a  disequilibrium  (e.g.,  with  much  un- 

employment or  ease  of  movement  of  factors  to  export  industries),  the 
more  world  prices  of  these  commodities  will  tend  to  fall  and  the  less 
domestic  prices  will  rise,  for  commodities  then  press  on  world  markets 
in   large   quantities.  Again,   the   more   elastic  is   demand   at  home  for 

H  |  British  export  commodities,  the  more  world  prices  of  British  exports  will 

tend  to  fall  and  the  less  sterling  prices  to  rise.  Here  British  purchasers 
of  exports   react  to  higher  sterling  prices    (as   each  dollar  buys  more 

|  [  pounds    sterling   and   hence   each   unit   of   export   yields   more  pounds 

sterling  and  exports  are  diverted  to  foreign  markets)  by  cutting  pur- 
chases substantially.    (For  the  problem  of  equilibrium,  the  reaction  to 

1 1  higher  sterling  prices   of  imports  is   also  relevant. )    High  elasticity  of 

demand  for  imports  would  contribute  further  to  balancing  the  pound- 
sterling  account. 

What  of  the  relevance  of  foreign  elasticities?  The  more  inelastic  foreign 
demand  for  the  British  commodities  ( assuming  that  the  supply  of  these 
commodities  is  elastic),  the  greater  the  adjustment  through  a  decline 
in  world  prices  of  British  exports  and  hence  the  smaller  the  rise  in 
pound-sterling  prices  of  these  commodities.  Elasticity  is  likely  to  be  low 
when  British  exports  account  for  a  large  part  of  the  foreign  market  or 
when  competitors  follow  the  pound  sterling  downward  by  depreciat- 
ing their  exchanges,  and  hence  elasticity  of  demand  is  depressed  because 
potential  diversions  of  sales  are  thwarted  by  the  competition  in 
debasement.  Much,  of  course,  depends  on  the  nature  of  commodities 
exported.  Thus,  demand  for  raw  materials  tends  to  be  less  elastic  than 
for  manufactured  goods,  but  the  demand  is  likely  to  be  more  elastic 
for  a  raw  material  from  a  country  which  provides  a  small  part  of  the 
world's  exports  (e.g.,  Brazilian  cotton)  than  for  one  where  the  contri- 
bution to  world  trade  is  large  (e.g.,  Brazilian  coffee). 

Finally,  there  is  the  issue  of  elasticities  of  supply  in  the  foreign 
country.  Obviously  when  the  depreciating  country  presses  its  exports  on 
the  United  States,  the  extent  of  the  depression  of  prices  on  world 
markets  will  be  greater  the  more  inelastic  the  supply  conditions  in  the 
United  States.  Inelasticity  of  supply  prevails  when  the  foreign  country 
(e.g.,  the  United  States)  finds  it  difficult  to  cut  output  of  commodities 
competing  with  the  British  exports  or  to  divert  them  to  domestic  or 
third  markets.  Supply  is  likely  to  be  especially  inelastic  in  the  foreign 
country  when  inventories  of  competing  commodities  are  high,  when 
demand  conditions  at  home  (the  United  States)  or  in  third  markets  are 
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unsatisfactory,  when  fixed  charges  are  high  and  hence  contraction  of 
output  costly,  and  when  the  rise  of  sales  of  the  depreciating  country 
(countries)  is  large  relative  to  the  domestic  output  and  supplies  of 
the  competing  commodities  in  the  countries  (e.g.,  the  United  States) 
confronted  with  the  commodities  of  the  depreciating  countries.6 
Table  11-2  sums  up. 

Table  11-2 


Elasticity  of  demand  at  home 
(U.K.)  is 

Elasticity  of  supply  at  home 
(U.K.)  is 

Elasticity  of  demand  abroad  is .  . 

Elasticity  of  supply  abroad  is ... . 


World  prices  tend  to  fall 
more  and  £  (domestic) 
prices  to  rise  less  when 

World  prices  tend  to  fall 

less  and  £  (domestic) 
prices  to  rise  more  when 

High 

High 

Low 

Low 

Low 

Low 

High 

High 

It 


i 


The  following  analysis  is  based  on  Mrs.  Robinson's  study7  and  is 
largely  concerned  with  the  effects  of  a  fall  in  exchange  rates  upon  the 
balance  of  trade.  It  should  be  noted,  however,  that  the  distinction  is  not 
always  made  between  the  effects  on  trade  expressed  in  pounds  sterling 
or  in  the  foreign  (i.e.,  dollar)  currency.  Under  some  conditions  the 
balance  in  pounds  sterling  may  improve  but  in  dollars  deteriorate. 

Elasticity  of  Supply  of  Exports.  Where  supply  conditions  at  home  are 
perfectly  inelastic,  no  change  in  supply  results.  Hence  the  value  of 
exports  in  pounds  would  rise  in  proportion  to  the  fall  in  exchange  rates. 

Where  the  supply  conditions  at  home  are  perfectly  elastic  ( home  price 
constant),  the  decline  of  prices  to  foreigners  would  be  in  proportion 
to  the  fall  in  exchange  rates. 

Obviously  under  perfectly  inelastic  supply  conditions,  the  country 
would  not  gain  exchange  and  the  exporters  would  obtain  a  windfall 
profit,  with  no  advantage  to  the  country  other  than  a  rise  in  prices. 
Under  perfectly  elastic  supply  conditions,  the  concessions  in  foreign 
prices  would  be  made.  Then  foreign  elasticity  of  demand  would  deter- 
mine the  net  effects  on,  say,  dollar  supply. 

Foreign  Elasticity  of  Demand  for  Exports.  When  the  foreign  elasticity 
of  demand  is  1,  expenditures  are  constant  in  terms  of  the  foreign 
currency,  the  value  of  exports  is  independent  of  home  elasticity  of 
supply,  and  the  value  of  exports  rises  in  proportion  to  the  fall  in  the 
exchanges. 

6  Cf.  S.  E.  Harris,  Exchange  Depreciation,  1936,  especially  chaps.  1,  2,  4. 

7  Based  on  J.  Robinson,  Essays  in  the  Theory  of  Employment,  1937,  pp.  188-200. 
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When  the  foreign  elasticity  of  demand  is  less  than  1,  the  rise  of  export 
values  (in  pounds)  is  less,  the  less  is  the  elasticity  of  supply.  The 
minimum  effect  prevails  when  the  foreign  export  demand  has  zero 
elasticity;  the  maximum  effect,  when  foreign  demand  and  domestic 
supply  are  perfectly  elastic. 

Imports  (into  the  United  Kingdom).  When  the  foreign  supply  is 
perfectly  elastic  (prices  constant),  imports  rise  in  proportion  to  the  fall 
in  the  exchange  rate.  When  the  foreign  supply  is  less  than  perfectly 
elastic  (output  is  reduced  or  alternative  markets  are  not  adequate  to 
offset  unfavorable  development  in  the  United  Kingdom),  foreign  prices 
fall  and  home  prices  rise  less  than  in  proportion  to  the  fall  in  exchange 
rates.  (The  United  Kingdom  to  this  extent  improves  its  terms  of  trade.) 


Table  11-3 

Exports: 

Elasticity    of    supply    of 

Perfectly  inelastic  (volume 

Value  of  exports  rises  in 

exports 

unchanged,  foreign  price 

proportion  to  fall  in  ex- 

unchanged) 

changes 

Perfectly  elastic 

Prices  to  foreigners  reduced 
in  proportion  to  reduction 
of  exchanges 

Foreign    elasticity   of   de- 

Unity   (expenditures  con- 

Value of  exports  (in 

mand 

stant  in  foreign  currency) 

pounds)  rises  in  propor- 
tion to  fall  in  exchanges 

<  unity 

Export  values  rise  less  the 
less  is  elasticity  of  supply 

0 

Minimum  effect 

Perfectly  elastic 

Maximum  effect  if  supply 
perfectly  elastic 

Imports: 

Foreign  supply 

Perfectly    elastic    (foreign 

Import  prices  (in  pounds) 

price     of     imports     un- 

rise in  proportion  to  fall 

changed) 

in  exchanges 

Foreign  supply 

<  perfectly  elastic 

Foreign  prices  minus  and 
home  prices  plus  with  fall 
in  exchanges* 

Home  elasticity  of  demand 

<1 

Value  of  imports  rises  more 
the  greater  the  foreign 
elasticity  of  supply 

>1 

Value  of  imports  reduced 
more  the  greater  the  for- 
eign elasticity  of  supply 

Home  demand 

Perfectly  inelastic 

Maximum  rise  in  import 
value 

Home  demand 

Perfectly  elastic  and  for- 
eign supply  perfectly 
elastic 

Imports  =  0 

*  But  rise  in  domestic  price  less  than  fall  in  exchanges. 
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"  .  .  .  when  the  home  demand  has  less  than  unit  elasticity,  the  value  of 
imports  will  rise  by  more,  and  when  it  has  greater  than  unit  elasticity, 
will  fall  by  more,  the  greater  is  the  foreign  elasticity  of  supply."  When 
home  demand  is  perfectly  inelastic,  the  fall  in  exchange  rates  results  in 
the  maximum  rise  in  the  value  of  imports;  when  home  demand  is  per- 
fectly elastic  and  foreign  supply  perfectly  elastic,  imports  are  reduced  to 
zero. 

Mrs.  Robinson  also  considers  the  combined  effects  upon  imports  and 
exports.  When  home  demand  for  imports  has  an  elasticity  greater  than  1, 
then  the  trade  balance  must  improve,  for  imports  decline  and  exports, 
at  worst,  are  constant.  Even  with  elasticity  of  home  demand  less  than 
1,  the  balance  will  improve  if  the  value  of  exports  rises  sufficiently.  When 
elasticity  of  home  demand  for  imports  is  very  low  and  the  rise  of  exports 
small,  the  balance  will  deteriorate.  Also  relevant  is  the  relative  value  of 
exports  and  imports.  Obviously  if  exports  are  three  times  as  important  as 
imports,  then  the  net  effect  on  the  balance  will  depend  much  more 
on  what  happens  to  exports,  and  an  equal  proportionate  rise  of  exports 
will  count  for  much  more  than  a  similar  proportionate  rise  in  imports. 

To  summarize,  see  Table  11-3. 

Adjustments  through  Elasticities  and  Income  Movements 

Although,  as  Meade  shows,  the  adjustments  under  gold  (fixed)  and 
paper  (flexible  exchanges)  are  in  many  respects  similar,  nevertheless  it 
is  clear  from  experience  that  the  treatment  of  an  adverse  balance  under 
gold  is  much  more  difficult  than  under  a  paper  standard  or  under  a 
standard  where  the  external  value  of  the  currency  can  be  periodically 
adjusted  (the  adjusted-peg  system).  The  explanation  of  this  fact  is,  I 
believe,  that  under  gold,  though  there  is  some  reliance  upon  income 
changes,  the  major  emphasis  is  on  costs,  prices,  and  elasticities  (re- 
sponses of  sales  to  price  movements ) .  Under  a  flexible  exchange  system 
there  is  indeed  also  some  dependence  upon  price  and  cost  movements; 
for  example,  one  of  the  objectives  of  a  depreciation  is  clearly  to  reduce 
the  price  level  in  foreign  markets  for  a  country's  exports  and  to  raise 
prices  or  at  least  to  stop  or  reduce  the  rate  of  decline  at  home.  More- 
over, the  relative  movements  of  prices  of  export  and  import-competing 
commodities  and  domestic  commodities  will  influence  the  output  of  these 
commodities,  and  the  effect  of  these  price  movements  upon  the  value  of 
exports  and  imports  will  depend  upon  the  relevant  elasticities. 

Despite  these  considerations,  however,  the  fact  remains  that  under 
variable  exchange  movements  the  approach  toward  equilibrium  depends 
especially  upon  income  movements.  In  part  this  is  true  because  where 
the  more  modern  approach  of  exchange  flexibility  is  used,  there  is  likely 
to  be  greater  recourse  also  to  fiscal  policy.  But  more  important,  the 
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effects  of,  say,  depreciation  upon  the  supplies  of  money,  upon  the  level 

of   exports    and   imports,   upon   the   price   structure   and   the   resultant 

structure  of  production,  are  likely  also  to  have  large  effects  upon  income. 

In   a  notable   article   Dr.   Alexander  stressed  the  importance  of  the 

||i  income  approach  and  the  inadequacies  of  the  relative-price  approach. 

-if  In  criticism  of  the  Alexander  article  Professor  Machlup  held  that  both 

the   relative   price    and   the   income    approach   were   necessary  for   an 

|l|  understanding  of  the  effects  of  devaluation.  Professor  Morgan  is  also 

w  critical  of  the  elasticity  approach.8 


«■ 


.  .  .  the  theory  of  flexible  exchanges  is  not  a  good  subject  for  analysis  in 
terms  of  elasticities  and  marginal  propensities;  the  number  of  variables  is  too 
large  and  the  functional  relationships  too  complicated.  It  has  only  been 
handled  in  this  way  with  tolerable  simplicity  by  constructing  models  which 
leave  out  essential  features  of  the  adjustment  mechanism,  and  the  attempt 
to  draw  conclusions  from  such  models  is  bound  to  be  misleading. 

In  using  the  income  approach,  Alexander  was  inviting  attention  to 
the  numerous  causes  and  remedies  of  disequilibrium.  A  devaluation  is 
considered  relative  to  its  effects  on  output,  consumption,  investment,  and 
exports  and  imports.  Where  is  the  resultant  change  of  income  absorbed — 
in  consumption,  investment,  imports?  This  approach  is  to  be  contrasted 
to  the  orthodox  one  which  stresses  price  effects  of  devaluation.9 

Conclusion 

From  Ricardo  on,  the  tendency  has  been  to  stress  the  relations  of 
money,  prices,  and  foreign  exchange  and  to  underemphasize  the  rela- 
tions of  the  balance  of  payments  to  exchange  rates.  Again  the  explanation 
in  part  rests  on  Ricardo's  application  of  a  theory,  relatively  defensible 
over  the  long  run,  to  short-run  problems. 

With  the  failure  of  the  gold  standard  to  yield  satisfactory  adjustments, 
variable  exchange  rates  under  compulsion  or  choice  became  much  more 
fashionable  after  World  War  I.  The  new  standard  has  often  been 
abused,  e.g.,  to  correct  domestic  inflationary  situations  resulting  in  ex- 
ternal disequilibrium  and  to  further  beggar-my-neighbor  policies.  But  as 
Morgan  shows,  there  are  important  occasions  when  the  flexible  rate  can 
bring  external  equilibrium  along  with  high  employment.10  Much  could 

8  S.  S.  Alexander,  "The  Effects  of  a  Devaluation  on  a  Trade  Balance,"  Interna- 
tional Monetary  Fund  Staff  Papers,  April,  1952,  pp.  263-278;  F.  Machlup,  "Relative 
Prices  and  Aggregate  Spending  in  the  Analysis  of  Devaluation,"  The  American  Eco- 
nomic Review,  June,  1955,  pp.  255-274;  and  E.  V.  Morgan,  "The  Theory  of  Flexible 
Exchange  Rates,"  The  American  Economic  Review,  June,  1955,  pp.  279-295, 
especially  p.  295;  also  see  Harris,  op.  cit.,  pt.  1. 

9  Cf.  E.  Bernstein,  Strategic  Factors  in  Balance  of  Payments  Adjustment,  1956 
(mimeographed),  pp.  13-14,  and  Harris,  op.  cit.,  chap.  5. 

10  Morgan,  op.  cit.,  pp.  290-295. 
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be  said  in  support  of  its  use  in  the  thirties,  when  the  relief  of  the  re- 
strictions of  gold  facilitated  monetary  expansion  and  appropriate  fiscal 
policies.  In  this  chapter,  we  have  analyzed  the  effects  of  a  depreciation 
upon  prices,  exports,  and  imports.  Here  a  study  of  prices,  costs,  and 
elasticities,  that  is,  the  orthodox  approach,  is  relevant.  But  the  direct 
effects  of  depreciation  and  the  ensuing  change  in  the  structure  of  prices 
and  output  upon  income,  upon  the  distribution  of  income,  and  in  turn 
upon  imports  and  fiscal  policy  are  all  relevant.  Later  we  shall  discuss 
two  important  episodes  of  depreciation. 


CHAPTER  12 

New  Objectives  of  Monetary  Policy 


Orthodoxy — Early  Nineteenth  Century 

As  has  been  observed  above,  the  objective  of  monetary  policy  (in  so 
far  as  any  genuine  policy  was  to  be  found)  in  the  nineteenth  century 
and  most  of  the  twentieth  seemed  to  be  the  preservation  of  the  gold 
standard  and  international  equilibrium.  It  was  assumed,  of  course,  that 
tying  monetary  supplies  to  gold  would  eliminate  or  at  least  contain 
economic  fluctuations.  Even  in  the  nineteenth  century  an  occasional 
voice  was  raised  against  a  policy  which  seemed  to  give  excessive  weight 
to  the  stabilization  of  the  price  of  gold.  Even  the  Bullion  Report  in- 
veighed against  a  policy  of  excessive  money  and  rising  prices  which 
would  be  unfair  to  many  groups,  but  it  associated  excessive  money  with 
inconvertibility  and  did  not  see  that  with  convertibility  much  injustice 
might  be  done.1 

Your  committee  conceive  that  it  would  be  superfluous  to  point  out,  in  detail, 
the  disadvantages  which  must  result  to  the  Country,  from  any  such  general 
excess  of  currency  as  lowers  its  relative  value.  The  effect  of  such  an  augmenta- 
tion of  prices  upon  all  money  transactions  for  time;  the  unavoidable  injury 
suffered  by  annuitants,  and  by  creditors  of  every  description,  both  private  and 
public;  the  unintended  advantage  gained  by  Government  and  all  other 
debtors;  are  consequences  too  obvious  to  require  proof,  and  too  repugnant 
to  justice  to  be  left  without  remedy.  By  far  the  most  important  portion  of 
this  effect  appears  to  Your  Committee  to  be  that  which  is  communicated  to 
the  wages  of  common  country  labour,  the  rate  of  which,  it  is  well  known, 
adapts  itself  more  slowly  to  the  changes  which  happen  in  the  value  of  money, 
than  the  price  of  any  other  species  of  labour  or  commodity.  And  it  is  enough 
for  Your  Committee  to  allude  to  some  classes  of  the  public  servants,  whose 
pay,  if  once  raised  in  consequence  of  a  depreciation  of  money,  cannot  so 
conveniently  be  reduced  again  to  its  former  rate,  even  after  money  shall 
have  recovered  its  value.  That  future  progress  of  these  inconveniences  and 
evils,   if  not  checked,  must,  at  no  great  distance  of  time,  work  a  practical 

1  The  Paper  Pound  of  1797-1821:  A  Reprint  of  the  Bullion  Report  (Cannan,  ed.), 
1919,  pp.  66-67. 
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conviction  upon  the  minds  of  all  those  who  may  still  doubt  their  existence; 
but  even  if  their  progressive  increase  were  less  probable  than  it  appears  to 
Your  Committee,  they  cannot  help  expressing  an  opinion,  that  the  integrity 
and  honour  of  Parliament  are  concerned,  not  to  authorize,  longer  than  is 
required  by  imperious  necessity,  the  continuance  in  this  great  commercial 
Country  of  a  system  of  circulation,  in  which  that  natural  check  or  control 
is  absent  which  maintains  the  value  of  money,  and  by  the  permanency  of 
that  common  standard  of  value,  secure  the  substantial  justice  and  faith  of 
monied  contracts  and  obligations  between  man  and  man. 

In  the  debate  over  the  resumption  of  cash  payments  after  the 
Napoleonic  Wars,  the  issue  of  the  sanctity  of  gold  over  the  welfare 
of  the  nation  came  to  a  head.  The  Bank  demanded  a  rapid  repayment  of 
the  government's  debt  to  the  Bank  and  a  concomitant  destruction  of 
notes.  A  banker,  Baring,  surprisingly  enough,  took  the  modern  view.  A 
reduction  of  notes  in  circulation,  he  agreed,  might  bring  gold  into  the 
country  but  not  in  sufficient  amounts  to  ensure  resumption  of  con- 
vertibility of  paper  into  gold.  But  the  reduction  "must  always  be  accom- 
panied with  some  restraint  and  inconvenience  to  every  branch  of  in- 
dustry in  the  country;  and  that  if  it  were  forced  .  .  .  the  injury  would 
be  intolerable.  .  .  .  "2 

Tooke  and  Ricardo  were  much  more  optimistic  concerning  the  effects 
of  a  reduction  in  the  circulation  in  reducing  the  premium  on  gold  and  in 
attracting  gold  into  the  country.  For  Ricardo  there  was  no  limit  to  the 
fall  in  the  price  of  gold  that  might  be  achieved  by  reducing  the  supply 
of  paper  money.  When  pushed,  he  admitted,  however,  that  the  cure 
might  be  worse  than  the  disease  and  that  the  price  of  gold  and  its  foreign 
exchange  do  not  depend  exclusively  on  the  supply  of  bank  notes  out- 
standing. In  the  twentieth  century,  the  bankers  espoused  Ricardo's 
position,  whereas  the  economist  Keynes  took  over  the  Baring  position.3 

The  chairman  of  the  Secret  Committee  made  Ricardo  retract  on  at 
least  one  occasion.  The  colloquy  below  is  between  Robert  Peel,  chairman 
of  the  Committee,  and  Ricardo.4 

The  following  is  an  extract  from  a  publication  of  yours: — "Why  will  not  the 
bank  try  the  experiment,  by  a  reduction  in  the  amount  of  their  notes  of  two  or 
three  millions  for  the  short  period  of  three  months?  if  no  effects  were  produced 
on  the  price  of  bullion  and  the  foreign  exchanges,  then  might  their  friends 
boast,  that  the  principles  of  the  bullion  committee  were  the  wild  dreams  of 
speculative  theorists;"  do  you  still  adhere  to  the  opinion  expressed  in  that 
extract?  Yes,  I  do. 

From  July  to  December   1817,  the  average  amount  of  bank  of  England 

2  Second  Report  from  the  Secret  Committee  on  the  Expediency  of  the  Bank 
Resuming  Cash  Payments,  1819,  p.  12. 

3  Ibid.,  pp.  174-177,  193-209. 

4  Ibid.,  p.  193. 
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notes  in  circulation,  appears  to  have  been  29,210,000  <£;  from  July  to  Decem- 
ber 1818,  the  amount  appears  to  have  been  26,487,000  £;  in  the  latter  period, 
the  price   of  gold  was  higher  than  in  the  former,   and  the  exchanges  were 


i 


r 


more  unfavourable  to  this  country,  so  that  the  reduction  in  the  issues,  though 
carried  to  the  extent  of  3,000,000  £  produced  no  effect  upon  the  exchange 
and  on  the  price  of  gold;  how  do  you  reconcile  these  facts  with  the  theory? — 

fWhen  I  gave  the  opinion  that  has  been  stated,  it  was  on  the  supposition,  that 
no  commercial  causes  were  at  that  time  to  operate  on  the  price  of  bullion  or 
on  the  exchange,  under  those  circumstances  [a  reduction  of  the  circulation], 
would  raise  their  value  to  any  point  which  might  be  desired;  I  am  fully  aware 
that  there  are  other  causes,  besides  the  quantity  of  bank  notes,  which  operate 
upon  the  exchanges;  but  I  am  quite  sure,  that  from  whatever  cause  a  bad 
exchange  arises,  it  may  be  corrected  by  a  reduction  in  the  amount  of  the 
ft.  currency. 

Then   ought  there  not  to  have  been  an  addition  to  the  statement  above 

I!  referred  to  of  words  to  the  following  effect;  provided  other  causes  do  not 

counteract  the  effect  of  the  reduction? — Clearly;  I  am  speaking  with  respect 

to  a  given  time;   I  did  not  mean  to  assert,  that  at  all  times  and  under  all 

circumstances  a  reduction  of  bank  notes  would  improve  the  exchange. 


* 


Unemployment  and  Policy 

Just  as  in  the  first  quarter  of  the  nineteenth  century,  the  authorities 
imposed  a  costly  deflation  on  the  country  one  hundred  years  later.  This 
time  there  was  an  increased  awareness  of  the  damage  done,  and  gold 
had  lost  much  of  its  nineteenth-century  prestige.  It  is  worthwhile  to  con- 
sider the  later  period,  for  now  it  becomes  clear  that  despite  all  the 
attacks  on  gold,  an  all-out  struggle  was  required  to  dislodge  it.  In  some 
respects  the  progress  made  after  more  than  a  century  o£  debate  was 
unsatisfactory. 

The  gold  standard  had  not  been  working  so  smoothly  as  it  had  or  as  it 
was  assumed  to  have  done  by  those  who  were  ignorant  of  theory  or 
history.  All  kinds  of  explanations  of  the  deterioration  of  the  gold  standard 
were  offered:  the  increased  rigidities  of  wages  and  prices,  which  ruled 
out  the  downward  adjustments  required  when  gold  was  going  out;  the 
increased  importance  of  short-term  capital  movements,  which  increasingly 
tended  to  move  in  response  to  political  expectations  in  an  increasingly 
uneasy  world  (in  the  past,  short-term  capital  movements  had  helped 
to  stop  gold  flows,  for  capital  would  come  in  with  losses  of  gold,  but 
after  World  War  I  they  tended  to  aggravate  the  drains);  the  failure 
of  the  credit  or  countries,  notably  France  and  the  United  States,  to  play 
the  part  that  they  were  supposed  to,  namely,  put  the  additional  gold  to 
use,  so  that  their  prices  would  rise,  their  imports  increase,  and  their 
exports  decrease;  and  mismanagement  of  the  gold  standard  (e.g.,  the 
foolish  British  decision  to  deflate  in  the  twenties,  which  involved  a  rise  in 
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the  price  of  the  pound  from  $3.50  to  $4.86  at  a  time  when  the  dollar  was 
appreciating,  the  British  were  losing  accustomed  markets,  and  a  wage 
deflation  seemed  out  of  the  question).5 

New  ideas  also  helped  to  change  established  attitudes  toward  monetary 
policy.  Fisher  had  discovered  the  compensated  dollar,  that  is,  a  dollar 
stable  in  purchasing  power.  Keynes,  in  the  twenties,  convinced  that  the 
origins  of  cyclical  instability  lay  in  monetary  events,  published  his 
famous  Tract  on  Monetary  Reform,  in  which  he  lent  his  great  reputation 
and  unusual  persuasive  powers  to  the  view  that  it  was  more  important 
to  stabilize  commodity  prices  than  gold  or  foreign  exchanges.  A  large 
brick  in  the  new  edifice  was  contributed  by  a  respected  economist, 
D.  H.  Robertson,  who  in  1926  wrote  a  distinguished  and  solid  volume 
supporting  inflationary  monetary  policy  (yielding  forced  savings)  as  a 
means  of  supplementing  savings  in  periods  of  rising  activity.6 

It  was  the  economic  difficulties  of  the  British  in  the  twenties  and  the 
Great  Depression  which  invited  careful  reconsideration  of  monetary 
objectives.  Some  attention  had  also  been  paid  to  a  policy  of  price  stabili- 
zation in  the  United  States  in  the  twenties,  a  policy  that  Federal  Reserve 
authorities  were  unwilling  to  acknowledge  and,  in  fact,  were  at  pains  to 
deny  on  the  grounds  that  they  were  incapable  of  stabilizing  prices.7  As 
we  look  back,  it  is  clear  that  commodity  prices  were  remarkably  stable 
in  the  years  1923  to  1929,  though  on  the  basis  of  stock-market  or  real- 
estate  prices  or  on  that  of  the  high  commodity  prices  relative  to  costs  of 
production,  inflationary  forces  were  operating.  But  despite  this  inflation, 
an  inflow  of  gold  embarrassed  the  American  authorities,  and  they  sought 
(in  one  of  their  rare  attempts  to  seek  international  equilibrium)  to 
counter  the  inflow  by  the  introduction  of  cheap  money  rates,  thus  in- 
viting capital  exports.  Here  evolved  a  conflict  between  domestic  and 
international  needs;  the  lower  rates  helped  stimulate  speculation.  Aside 
from  this  attempt  of  the  central-bank  authorities  to  influence  the  situa- 
tion, it  should  be  observed  that  net  demand  deposits  had  risen  from 
$9  billion  in  1913  to  $15  billion  in  1918  and  $22.5  billion  in  1930. 

It  is  a  striking  fact  that,  unlike  the  twenties,  in  the  great  disequilibrium 
of  1945  to  1955  there  was  no  serious  discussion  of  the  possibility  of  the 
United  States  reducing  its  money  rates  as  a  means  of  helping  Western 
Europe  reach  international  equilibrium.  As  a  matter  of  fact,  in  1951 
right  in  the  midst  of  a  crisis  in  the  dollar  market,  the  American 
authorities  embarked  on  their  accord  policy,  which,  in  fact,  was  a 
policy  of  higher  rates.  How  is  one  to  explain  this  neglect  of  the  use  of 
monetary  policy  as  a  step  toward  international  equilibrium?  The  answer 

5  For  a  further  discussion  of  the  breakdown  of  the  gold  standard,  see  Chap.  15. 

G  D.  H.  Robertson,  Banking  Policy  and  the  Price  Level,  1926. 

7  S.  E.  Harris,  Twenty  Years  of  Federal  Reserve  Policy,  vol.  I,  pp.  86-90. 
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lies  partly  in  the  reduced  prestige  of  monetary  policy,  partly  in  the  low 
level  of  rates  in  the  early  postwar  period  in  this  country,  in  the  sub- 
stantial   degree    of    disequilibrium,    and    in    the    availability    of    other 

ff'  therapeutic  measures,  e.g.,  grants,  commercial  policy,  and  revisions  of 

-  exchange  rates. 

The  effects  of  depression  on  attitudes  toward  monetary  policy  are 
evident  in  a  comparison  of  two  important  official  reports  in  the  years 

J1925  and  1931.  In  the  1925  report,  the  possibility  of  a  new  standard  was 
considered.8 

.  .  .  proposals  for  substituting  the  price  level  of  commodities  in  general  for 
gold  as  the  regulating  principle  of  the  currency,  has  been  fully  and  carefully 
explained  in  evidence  before  us.  .  .  .  We  need  only  say  that,  as  a  practical 
present-day  policy  for  this  country,  there  is,  in  our  opinion,  no  alternative 
comparable  with  a  return  to  the  former  gold  parity  of  the  sovereign.  In  this 
conclusion  we  are  supported  by  the  overwhelming  majority  of  opinion,  both 
financial  and  industrial,  represented  in  evidence  before  us. 


In  contrast,  several  years  of  unfavorable  economic  conditions  are 
reflected  in  much  stronger  doubts  concerning  the  gold  standard  as  ex- 
pressed in  the  Macmillan  Report.  Here  emphasis  is  put  upon  the  need 
of  maintaining  "the  stability  of  international  prices  both  over  long 
periods  and  over  short  periods.  .  .  ,  "  of  regulating  "the  volume  and 
terms  of  credit  as  to  maintain  as  much  stability  as  possible  in  the  rate 
of  new  investment  and  new  enterprises  generally,  both  at  home  and 
abroad,"  and  "each  central  bank  should  undertake  to  do  its  best  to  avoid 
the  importation  of  unwanted  and  unnecessary  gold  merely  as  a  result  of 
leaving  natural  forces  to  work  themselves  out  unchecked."9  In  the 
report  the  problem  of  inadequacy  of  gold  supplies,  maldistribution, 
measures  for  economizing  gold,  the  need  of  cooperation  among  central 
banks,  the  general  consistency  of  domestic  and  international  objectives — 
all  these  receive  attention. 

But  to  return  to  the  sources  of  the  new  monetary  policies.  Large  doses 
of  unemployment  were  threatening  capitalism  in  the  early  thirties.  Many 
associated  unemployment  with  restrictive  monetary  policies  required 
under  gold,  for,  as  in  the  last  quarter  of  the  nineteenth  century,  a  decline 
of  prices  in  one  large  country  could  be  met  only  by  price  deflation  in 
others  unless  large  excess  reserves  might  offer  a  temporary  respite. 
Failure  to  match  deflation  abroad  would  mean  a  loss  of  competitive 
power  and  hence  of  sales,  for  prices  would  be  too  high  in  the  countries 

8  Report  of  the  Committee  on  the  Currency  and  Bank  of  England  Note  Issues, 
1925,  par.  8. 

9  Report  of  Committee  on  Finance  and  Industry,  1931,  pp.  131-132;  also  pt.  I, 
chap.  3,  and  pt.  II,  chaps.  2  and  3. 
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not  deflating.  Ultimately,  the  choice  lay  between  deflation  and  abandon- 
ment of  gold. 

Abandon  Gold? 

How  to  deal  with  the  ensuing  unemployment?  One  approach  was 
obviously  to  abandon  gold.  An  epidemic  of  depreciation  followed  the 
collapse  of  1929,  with  the  result  that  when  it  was  all  over,  the  average 
devaluation  in  terms  of  gold  of  major  currencies  was  40  per  cent.  But 
there  had  been  little  gain  of  competitive  power  of  one  country  against 
another.  The  main  advantage  was  that  having  abandoned  the  promise  to 
exchange  gold  for  paper  money  and  vice  versa  at  fixed  ratios,  each 
country  could  with  greater  freedom  create  money  to  stop  the  great 
liquidations  of  the  early  thirties.  For  example,  the  United  States,  which 
on  the  whole  was  less  embarrassed  by  shortages  of  gold  than  most,  em- 
barked on  a  policy  through  Reconstruction  Finance  Corporation  financing 
of  providing  billions  of  dollars  of  aid  to  financial  institutions  as  a  means 
of  unfreezing  frozen  dollars  held  by  financial  institutions.10  Actually,  the 
country  gained  gold  net  from  1929  through  1933,  but  the  cause  of  em- 
barrassment was  a  breakdown  at  home  reminiscent  of  the  internal  drains 
in  nineteenth-century  Britain. 

A  country  confronted  with  international  disequilibrium,  which,  in 
turn,  contributes  toward  monetary  restraints  and  unemployment,  may 
try  to  pull  itself  out  of  the  quagmire  of  deflation  and  unemployment  by 
depreciating  its  exchanges  and  gaining  a  competitive  advantage.  When 
the  difficulties  stem  from  a  price-cost  disparity,  there  is  much  to  be  said 
for  such  policies.  But  a  country  suffering  from  unemployment  not  trace- 
able to  overvalued  currencies  (and  hence  expensive  exports)  may  also 
have  recourse  to  competitive  debasement,  that  is,  may  export  its  unem- 
ployment. Since  this  problem  of  depreciation  is  discussed  fully  in  Chap- 
ters 15  and  27,  and  earlier,  I  shall  not  develop  the  theme  further  here. 

I  should  note,  however,  that  the  use  of  exchange  depreciation  as  an 
instrument  for  improving  competitive  position  has  become  a  serious  sub- 
ject of  discussion  among  economists  only  in  relatively  recent  times.  Mill, 
for  example,  in  the  course  of  an  extended  discussion  of  exchange 
depreciation  concluded:  "It  thus  appears,  that  a  depreciation  of  the 
currency  does  not  affect  the  foreign  trade  of  the  country:  this  is  carried 
on  precisely  as  if  the  currency  maintained  its  value."11  There  is  no 
evidence  in  Mill's  discussion  that  the  prices  of  international  commodities 
may  not  respond  fully  and  immediately  to  the  depreciation  and  hence 
that  trade  and  gold  movements  may  be  affected. 

10  See  S.   E.   Harris,  Exchange  Depreciation,  for  a  full  discussion  of  these  issues. 

II  J.  S.  Mill,  Principles  of  Political  Economy  (Ashley,  ed.),  1920,  p.  635. 
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In  his  classic  volume  on  foreign  exchanges  (1861),  Goschen's  position 

was   similar  to   Mill's,  but  there  is  at  least  limited  recognition  of  the 

possibility  of  gains  because  of  the  uneven  movements  of  prices.12 

Ill 

But  in  a  certain  sense  these  fluctuations  are  apparent,  and  do  not  involve 

the  same  gain  or  loss,  the  same  difference  in  value,  as  those  alluded  to  above. 

As  the  depreciation  in  currency  affects,  generally  speaking,  all  prices  alike,  the 

fifteen   florins    bought   by   the   Englishman   for  his   sovereign   are   not  worth 

more  to  him  than  the  ten  which  he  bought  for  the  same  money  before.  When 

the  fluctuations  were  determined  simply  by  the  balance  of  trade,   (within  the 

ly  limits  of  specie  point  upon  either  extreme,)   the  purchaser  when  he  bought 

cheap — that  is  to  say,  when  he  obtained  a  greater  sum  than  usual  in  foreign 
coin  for  his  own  money — secured  an  actual  advantage;  this  greater  sum  of 

m  foreign  coin  had  an  actual  greater  purchasing  power.  But  where  the  cheap- 

ness of  the  bills  is  caused  by  the  depreciation  of  the  foreign  currency,  he  has 
«no  advantage;  for  the  purchasing  power  of  the  nominally  larger  sum  is  not 
greater  than  that  of  the  smaller. 

.  .  .  For  instance,  before  any  great  fluctuation,  he  exported  a  certain  quan- 
tity of  sugar,  and  sold  his  drafts  against  this  sugar  for  a  certain  price:  let  us 
suppose  him  to  have  sold  the  sugar  for  10,000  florins,  and  to  have  sold  these 
florins  at  the  rate  of  ten  to  the  pound.  He  would  thus  realize  <£  1,000  for  his 
sugar.  A  fluctuation  of  ten  per  cent  now  occurs,  owing  to  an  over-issue  of 
paper  in  Austria.  Prices  generally  rise  10  per  cent.,  and  the  exchange  rises  also. 
The  same  foreign  merchant  now  sells  his  sugar  for  11,000  florins,  but  he  must 
sell  his  florins  at  the  rate  of  eleven  to  the  pound,  thus  realizing  <£  1,000,  pre- 
cisely as  before.  It  is  scarcely  necessary  to  observe  that  in  assuming  a  general 
equal  rise  in  prices,  it  is  not  intended  to  express  an  opinion  that  such  an 
event  could  actually  occur.  Some  prices  will  rise  much  more  than  others, 
according  to  the  well-known  principles  of  political  economy  relative  to  this 
subject.  In  Austria  the  manufacturers  insisted  that  they  made  considerable 
profits  by  the  depreciation  of  the  currency,  as  the  cost  of  labour  had  not 
risen  in  the  same  proportion  as  the  manufactured  goods.  The  raw  material 
being  imported  from  abroad  had  risen  to  the  full  extent  at  once;  and  this 
enabled  the  manufacturers  to  increase  the  price  paid  for  their  products  in  the 
same  ratio,  though  one  element  of  production,  labour,  remained  comparatively 
stationary.  But  this  could  only  be  temporary.  The  adjustment  must  take  place 
sooner  or  later;  and  if  the  demand  for  labour  had  remained  the  same  as  before, 
wages  would  have  risen  till  they  commanded  the  same  amount  of  the  labour- 
er's necessaries  as  before. 

Keynes  and  New  Policies 

^Keynes^in  particular,  in  endless  articles,  books,  speeches,  and  govern- 
ment memorandums,  insisted  that  the  time  had  come  for  a  radical 
change  in  the  objectives  of  monetary  policy.  From  an  emphasis  on  price 
stabilization  in  his  Tract  on  Monetary  Reform  (1924),  he  shifted  in  his 

12  V.  Goschen,  The  Theory  of  the  Foreign  Exchanges,  3d  ed.,  pp.  65-68. 
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Treatise  on  Money  ( 1930 )  to  the  use  of  monetary  policy  to  influence  the 
rate  of  interest  and  through  declines  in  the  rate  of  interest,  for  example, 
to  stimulate  investment  and  reduce  savings  (holding  that  the  excess  of 
savings  over  investment  was  the  cause  of  depression),  and  finally  in  his 
General  Theory  of  Employment,  Interest  and  Money  (1936),  though 
he  still  stressed  the  need  of  reduced  rates  of  interest,  he  emphasized  now 
the  importance  of  public  investments  and  programs  to  increase  con- 
sumption as  the  means  of  solving  the  unemployment  problem.13 

But  how,  it  may  be  asked,  can  a  country  indulge  in  expansionist 
policies  without  experiencing  an  unfavorable  balance  of  payments?  Once 
out  of  step,  the  expanding  economy  would  then  buy  more  abroad  and 
sell  less  as  its  income  and  prices  rose  relatively  if  not  absolutely.  Keynes's 
answer  to  this  dilemma  was^nternatiorial  cooperation^  so  that  all  nations 
would  expand  together;  the  provision  of  large  additional  international 
reserves  in  order  to  protect  countries  that  might,  in  an  effort  to  stop  a 
decline,  expand  more  rapidly  than  their  neighbors;  and  an  increased 
responsibility  upon  creditor  countries  to  import  and  lend.  In  the 
absence  of  such  cooperation,  the  country  bent  on  maximizing  output  and 
employment  and  seeking  an  escape  from  an  international  decline  would 
have  to  balance  its  international  accounts  by  restrictions  on  trade  and 
foreign  payments  and  by  periodic  recourse  to  exchange  depreciation. 

In  presenting  a  plan  for  an  International  Clearing  Union  during  the 
war,  Keynes,  the  main  author,  clarified  his  views  on  monetary  objectives 
and  the  means  of  achieving  them.14  In  Keynes's  views  an  international 
currency  was  needed  "having  general  acceptability  between  nations, 
so  that  blocked  balances  and  bilateral  clearings  are  unnecessary."  Again, 
"we  need  an  orderly  and  agreed  method  of  determining  the  relative  ex- 
change values  of  national  currency  units,  so  that  unilateral  action  and 
competitive  exchange  depreciations  are  prevented."14  This  last  quotation 
reminds  us  of  a  statement  made  by  Marshall,  Keynes's  teacher,  in  the 
latter  part  of  the  nineteenth  century:  "...  and  I  think  the  time  will 
come  at  which  it  will  be  thought  as  unreasonable  for  any  country  to 
regulate  its  currency  without  reference  to  other  countries  as  it  will  be  to 
have  signalling  codes  at  sea  which  took  no  account  of  the  signalling 
codes  at  sea  of  other  countries."15  I  may  add  that  even  Keynes's  more 
modest  goal,  in  the  light  of  the  experience  of  the  first  ten  years  of  the 
International  Monetary  Fund,  still  seems  far  off.  __ 

Keynes  also  wanted  an  international  currency  not  determined  "in  an 

13  See  J.  M.  Keynes,  The  General  Theory  of  Employment,  Interest  and  Money; 
The  New  Economics  (S.  E.  Harris,  ed. ),  1947;  and  S.  E.  Harris,  John  Maynard 
Keynes,  Economist  and  Policy  Maker,  1955. 

14  Proposals  for  an  International  Clearing  Union,  republished  ( with  some  ex- 
cisions) in  Harris,  The  New  Economics,  pp.  322-341,  especially  pp.  325-326. 

15  Official  Papers  of  Alfred  Marshall,  1926,  p.  135. 
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unpredictable  and  irrelevant  manner,  as,  for  example,  by  the  technical 

progress  of  the  gold  industry,  nor  subject  to  large  variations  depending 

|  on  the  gold  reserve  policies  of  individual  countries."  The  currency  would 

|  El  be  adjusted  to  world  needs  and  would  be  capable  of  "deliberate  ex- 

§!  pansion  and  contraction  to  offset  deflationary  and  inflationary  tendencies 

*<  { in  effective  world  demand." 

Fearful  of  the  effects  of  external  events  on  domestic  output,  Keynes 
would  provide  pressures   on  any  country  which  through  its  behavior 
would  bring  substantial  international  disequilibrium  for  itself  and  un- 
IM  fortunate  results  for  others.  "More  generally,  we  need  a  means  of  re- 

assurance to  a  troubled  world,  by  which  any  country  whose  own  affairs 
are  conducted  with  due  prudence  is  relieved  of  anxiety  for  causes  which 
are  not  of  its  own  making,  concerning  its  ability  to  meet  its  international 
liabilities.  .  .  .  "16 

But  despite  the  provisions  for  international  cooperation,  Keynes  would 

fj{  not   relieve   each   country   of  responsibilities   to   adjust  its   standard  of 

living  to  its  productive  capacity.  When  wages  and  prices  are  too  high, 

a  corrective  depreciation  is  necessary,  but  if  the  cause  of  disequilibrium 

is  restrictions  abroad,  then  the  responsibility  lies  abroad. 

Keynes  was  especially  insistent  that  domestic  policies  should  not  be 
dictated  from  abroad.  In  a  speech  delivered  before  the  House  of  Lords 
on  May  23,  1944,  on  the  International  Monetary  Fund,  Keyes  said:17 

We  are  determined  that,  in  future,  the  external  value  of  sterling  shall  conform 
to  its  internal  value  as  set  by  our  own  domestic  policies,  and  not  the  other  way 
round.  Secondly,  we  intend  to  retain  control  of  our  domestic  rate  of  interest, 
so  that  we  can  keep  it  as  low  as  suits  our  own  purposes,  without  interference 
from  the  ebb  and  flow  of  international  capital  movements  or  flights  of  hot 
money.  Thirdly,  whilst  we  intend  to  prevent  inflation  at  home,  we  will  not 
accept  deflation  at  the  dictate  of  influences  from  outside.  In  other  words,  we 
abjure  the  instruments  of  bank  rate  and  credit  contraction  operating  through 
the  increase  of  unemployment  as  a  means  of  forcing  our  domestic  economy 
into  line  with  external  factors. 

The  gold  standard  was  out.  Keynes's  proposal  is  that  the  external  value 
"should  be  altered  if  necessary  so  as  to  conform  to  whatever  de  facto 
internal  value  results  from  domestic  policies.  .  .  .  "18 

The  question,  however,  which  has  recently  been  given  chief  prominence 
is  whether  we  are  in  any  sense  returning  to  the  disabilities  of  the  former  gold 

16  Harris,  The  New  Economics,  p.  326. 

17  The  speech  is  reprinted  in  The  New  Economics,  pp.  369-379.  The  quoted 
passage  is  on  p.  374. 

18  Ibid.,  pp.  375-376.  For  the  evolution  of  Keynes's  views,  see  ibid.,  especially 
chaps.  20-22. 
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standard,  relief  from  which  we  have  rightly  learnt  to  prize  so  highly.  If  I  have 
any  authority  to  pronounce  on  what  is  and  what  is  not  the  essence  and  mean- 
ing of  a  gold  standard,  I  should  say  that  this  plan  is  the  exact  opposite  of  it. 
The  plan  in  its  relation  to  gold  is,  indeed,  very  close  to  proposals  which  I 
advocated  in  vain  as  the  right  alternative  when  I  was  bitterly  opposing  this 
country's  return  to  gold.  The  gold  standard,  as  I  understand  it,  means  a  system 
under  which  the  external  value  of  a  national  currency  is  rigidly  tied  to  a 
fixed  quantity  of  gold  which  can  only  honorably  be  broken  under  force 
majeure;  and  it  involves  a  financial  policy  which  compels  the  internal  value  of 
the  domestic  currency  to  conform  to  this  external  value  as  fixed  in  terms  of 
gold.  On  the  other  hand,  the  use  of  gold  merely  as  a  convenient  common 
denominator  by  means  of  which  the  relative  values  of  national  currencies — 
these  being  free  to  change — are  expressed  from  time  to  time,  is  obviously 
quite  another  matter. 

Problems  of  Smaller  Countries 

One  of  the  most  interesting  cases  of  economies  expanding  more 
rapidly  than  the  outside  world  was  that  of  Latin  America  from  1945 
to  1953.  These  relatively  small  countries  can  pursue  independent  policies 
out  of  line  with  world  movements  only  by  introducing  restrictions  of  all 
kinds.  Freedom  from  external  pressures  is  much  more  difficult  to  achieve 
than  might  be  inferred  from  Keynes's  views,  which  were  more  applicable 
to  the  larger  countries.  In  these  countries  the  problem  was  not  to  get 
out  of  a  depression  but  rather  to  find  productive  work  for  many  who 
were  producing  far  below  their  potentials  and  also  to  stimulate  a  general 
shift  to  more  productive  industries.  The  gross  national  product  of  Latin 
American  countries  rose  by  50  per  cent  in  these  eight  years,  or  three 
times  the  increase  for  the  United  States  in  this  period.  As  might  be  ex- 
pected, there  was  much  pressure  on  the  exchange  markets  of  these 
countries — and  this  despite  substantial  imports  of  capital.  To  keep  their 
international  accounts  in  balance  the  typical  Latin  American  country 
controlled  all  demands  for  foreign  exchange,  artificially  stimulated  ex- 
ports, and  to  some  extent  relied  on  exchange  depreciation  and  trade 
restrictions.19 

The  small  or  the  underdeveloped  countries  (a  few  of  these  are  large) 
are  then  subject  to  special  analysis.  As  has  been  suggested  often  and 
ably  by  Dr.  Balogh  and  examined  minutely  by  Dr.  Bloomfield,20  an  ex- 
pansion or  a  decline  in  the  United  States  has  important  effects  on  the 
economic  conditions  of  other  countries.  But  expansion  or  decline  in 
smaller  countries  does  not  greatly  influence  conditions  abroad.  A  large 

19 1  have  discussed  these  episodes  fully  in  a  document  for  the  Rio  de  Janeiro 
Conference  of  1954:  Inter- American  States,  Measures  for  Increasing  Latin  American 
Trade. 

20  See  the  excellent  study  of  H.  I.  Bloomfield,  Capital  Imports  and  the  American 
Balance  of  Payments,  1950,  chap.  9. 
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rise  in  export  prices  in  underdeveloped  countries  brings  a  boom,  but  the 
gains  may  largely  be  concentrated  on  a  small  group,  and  the  effects  on 
spending,  prices,  and  incomes  may  be  contained  through  large  rises  of 
hoards.  This  holds  even  if,  as  Dr.  Wallich  maintains,  the  main  effects  of 
expansion  (or  contraction)  are  felt  through  income  rather  than  price 
movements. 

In  general,  the  underdeveloped  or  smaller  countries  have  certain 
characteristics  which  must  be  noticed.  Their  exports  are  comparatively 
large  (with  some  exceptions)  relative  to  income  as  compared  with  in- 
vestments or  government  outlays,  that  is,  relative  to  the  same  relations 
for  more  advanced  countries.  The  stimulus  to  increased  activity  tends  to 
be  felt  through  gains  of  reserves,  soon  converted  into  domestic  currencies. 
But  it  should  be  noted  that  this  is  not  always  the  case.21  Note  the  large 
contribution  of  bank  credit  in  Table  12-1  in  the  war  period  and  in  the 
postwar  period. 

Table  12-1.  Percentage  Contribution  to  Inflation,  1941  to  1945  and  the 
Postwar  Period  1946  to  1948  or  1946  to  1949 


1941-1945 

1946-1948  or  1946-1949 

Govern- 
ment 
debt 

Bank 
credit 

Foreign- 
exchange 
reserves 

Govern- 
ment 
debt 

Bank 
credit 

Foreign- 
exchange 
reserves 

Brazil 

Chile 

37 
23 

18 

0 

12 

52 

24 

39 
61 
29 
6 
65 
33 

39 

24 
16 
53 
94 
22 
15 

37 

16* 
-26 
47 
1 
65 
21 

21 

61* 
125 
79 
20 

118 

78 

80 

23* 

Colombia 

Cuba 

Mexico 

Peru 

Arithmetic  mean  of  six 
countries 

-25 

79 
-83 

V2 
-1 

*  1946  only. 

source:    Calculated  from  materials  in  J.   Keith  Horsefield,    "Inflation  in  Latin 
America,"  International  Monetary  Fund  Staff  Papers,  September,  1950,  pp.  175-202. 


It  is  frequently  held  that  the  underdeveloped  countries  or  the  smaller 
countries  also  suffer  from  meager  reserves.  Table  12-2  suggests  that  this 
thesis  can  be  supported  by  comparing  the  United  States  and  other 
countries  but  not  by  comparing  Western  Europe  and  the  other  areas. 
Even  allowing  for  the  fact  that  the  countries  included  in  the  other 
groups  are  of  varying  development,  I  still  adhere  to  the  general  thesis 
that  the  underdeveloped  or  smaller  countries  are  not  clearly  those  with 

21  See  the  author's  study  for  the  Rio  de  Janeiro  Conference,  Inter-American  Trade: 
Measures  for  Its  Expansion,  1954,  p.  76. 
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small  reserves — their  reserves  may,  however,  be  small  given  their  large 
fluctuations  in  prices  and  trade.22 

Table  12-2 
(Figures  for  1954) 


Area 

Imports, 

millions 

of  dollars 

Reserves, 

millions 

of  dollars 

%  reserves 
to  imports 

United  States .  . 

11,108 

9,447 

23,694 

7,282 
7,629 
7,989 

21,793 
2,730 

11,425 
3,350 
4,725 
3,300 

197 

United  Kingdom 

29 

Continental  EPU  countries 

Latin  American  countries 

Other  sterling  countries 

48 
46 
63 

Rest  of  world* 

41 

*  As  defined  by  the  IMF  does  not  include  Western  Europe,  Iron  Curtain  countries, 
Canada,  etc. 

These  smaller  countries  experience  large  doses  of  inflation  for  various 
reasons,  not  the  least  of  which  is  pressure  from  the  outside  reflected 
in  increased  demands  for  exports  and  inflows  of  capital  and  the  use  of 
monetary  expansion  to  exact  savings.  For  example,  the  cost  of  living 
of  eight  Latin  American  countries  rose  by  almost  500  per  cent  from  1937 
to  1953,  or  about  five  times  as  much  as  prices  rose  in  the  United  States. 
They  frequently  do  not  adjust  their  exchanges  to  the  rise  of  prices,  with 
the  result  that  the  exchanges  tend  to  become  overvalued.  Thus  from 
1938  to  1947,  on  the  basis  of  price  movements,  a  depreciation  of  Latin 
American  currencies  of  at  least  50  per  cent  in  terms  of  dollars  might 
have  been  expected.  Actually,  the  decline  averaged  about  10  per  cent.23 
They  then  contend  with  overvaluation  through  restrictions  on  trade,  in- 
clusive of  multiple  exchanges  and  exchange  control. 

In  general,  it  may  be  said  that  the  smaller  countries  are  more  vul- 
nerable to  outside  forces  than  larger  countries,  and  their  need  for  capital 
and  their  primitive  monetary  systems  aggravate  the  inflationary  effects  of 
expansion  induced  from  abroad.24 

Monetary  and  Fiscal  Policy 

There  is  now  a  tendency  to  put  more  emphasis  on  fiscal  policy  than 
before  World  War  II.  Thus,  if  the  British  are  unable  to  balance  their 
accounts  abroad,  then  one  way  out  is  to  stimulate  domestic  investment. 

22  Cf.  the  penetrating  article  by  H.  C.  Wallich,  "Underdeveloped  Countries  and 
the  International  Monetary  Mechanism,"  in  Money,  Trade  and  Economic  Growth, 
1951,  pp.  15-32;  Economic  Problems  of  Latin  America  (S.  E.  Harris,  ed. );  and  the 
author's  two  volumes  for  the  Rio  de  Janeiro  Conference  (Harris,  op.  cit.,  1954,  and 
Inflation  and  Anti-inflationary  Policies  of  American  States,  1951). 

23  Harris,  Inflationary  and  Anti-inflationary  Policies  of  American  States,  pp.  97-98. 

24  See  above  references. 
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To  some  extent,  this  is  achieved  through  government  subsidies  and  gov- 
ernment direct  investment.  Hence,  the  unemployed  in  the  export  in- 
dustries find  jobs  in  the  newly  created  employments.  A  substitution  of 
high-cost  domestic  goods  for  goods  previously  imported  may  be  costly, 
but  the  assumption  is  that  the  rise  of  costs  thus  incurred  would  be  less 
than  the  gains  from  additional  employment.  The  British  in  the  post- 
World  War  II  period  have  moved  in  this  direction. 

S  Other  shifts  of  emphasis  are  to  be  noted.  There  is  a  tendency  to  con- 

centrate much  more  attention  on  the  direct  repercussion  of  additional 
demand  upon  output  and  much  less  on  the  monetary  contribution.  In 
fact,  the  authorities  emphasize  monetary  policy  less  because  the  stress 
is  now  put  on  spending  and  effective  demand,  not  on  increases  in  the 
supply  of  money.  (In  boom  periods  monetary  policy  may  still  act  as  a 
depressant.)25 

Keynes  and  his  followers  also  stress  the  relation  of  exports  and 
imports  rather  than  the  optimum  allocation  of  economic  resources  among 
countries  which  they  assume  to  exist.  A  rise  of  exports  relative  to  imports 
stimulates  the  economy  through  the  resultant  inflow  of  money  and  higher 
incomes.  How  much  it  does  so  depends  on  the  export  multiplier,  that 
is,  the  ratio  of  the  final  rise  of  income  to  the  initial  one,  a  result,  in 
turn,  related  to  the  leakages.  The  more  the  additional  income  in  suc- 
cessive cycles  of  spending  is  hoarded  or  used  to  buy  foreign  goods,  the 
greater  the  leakages  and  the  smaller  the  multiplier.26 

The  modern  theory  shows  how  cycles  are  transmitted  from  one  country 
to  another.  Thus  income  depends  upon  exports  and  other  autonomous 
factors,  and  exports  upon  world  trade  and  other  autonomous  factors.  If 
spending  declines  in  one  country,  the  ultimate  reduction  of  income  in 
that  country  will  be  two  to  three  times  the  original  decline  of  income. 
In  turn,  imports  will  be  reduced,  the  exact  amount  depending  on  the 
marginal  propensity  to  import;  that  is,  the  exports  of  other  countries 
will  be  reduced.  A  decline  of  exports  brings  an  X  drop  of  incomes  (the 
export  multiplier),  and  a  reduction  of  income  brings  a  Y  decline  of 
imports — -given  by  the  marginal  propensity  to  import.  Under  the  condi- 
tions of  the  1930s,  the  net  result  might  well  be  a  world  multiplier  of 
about  five;  that  is,  a  reduction  of  $1  billion  of  spending  in  country  A 
would  induce  a  $5  billion  drop  of  world  income.  A  figure  of  these 
proportions  is  suggested  by  estimating  the  marginal  propensity  to  save 
in  the  thirties,  for  on  a  world-wide  basis  there  is  no  leakage  through 
imports,  and  hence  the  marginal  propensity  to  save  would  yield  the 
reduction  of  income.  The  world  multiplier  would  be  based  on  the 
reciprocal  of  the  weighted  average  of  propensities  to  save  of  all  countries. 
These  calculations  suggest  the  danger  of  inaction  in  the  midst  of  a  world 

25  Cf.  discussion  in  Chap.  16. 

36  Cf.  F.  Machlup,  International  Trade  and  the  National  Income  Multiplier,  1943. 
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situation  where  spending  is  on  the  decline.  The  high  multipliers  are, 
of  course,  premised  on  the  assumption  of  inaction.27 

It  may  well  be  that  the  reaction  against  monetary  policy  has  gone 
too  far.  Clearly  in  the  fifties  not  alone  in  the  United  States  but  also  in  Si 

Western  Europe,  authorities  once  more  turned  to  monetary  policies  as 
a  major  weapon.  Indeed,  the  fact  that  in  the  struggle  against  inflation 
monetary  policy  is  more  potent  than  in  the  attack  on  deflation  may 
partly  explain  the  shift  of  emphasis.  It  is  worthy  of  comment,  however, 
that  despite  the  strong  statements  made  on  behalf  of  its  monetary 
policy,  the  governor  of  the  Bank  of  England,  early  in  1955,  following 
the  most  vigorous  application  of  monetary  policy  in  a  generation,  had 
to  admit  that  monetary  policy  was  not  so  potent  as  it  used  to  be.  The 
governor  complained  that  monetary  policy  impinged  on  a  smaller  part 
of  the  economy  than  formerly  and  its  impact  can  be  outweighed  by 
outlays  and  taxes  of  public  authority.28 

Undoubtedly  it  is  necessary  to  use  both  monetary  and  fiscal  policy, 
and  the  two  must  be  integrated.  An  independent  monetary  authority, 
as  proclaimed  by  President  Eisenhower  in  1956,  is  out  of  the  question. 
It  was  unfortunate  for  the  President  to  announce  in  the  spring  of  1954 
that  with  inflation  a  threat,  taxes  could  not  be  reduced  even  as  the 
Federal  Reserve  was  changing  over  from  a  policy  of  restraint  to  one  of 
ease.  In  early  1956,  a  case  could  be  made  out  for  inflationary  symptoms 
and  hence  for  a  mild  anti-inflationary  policy  by  the  Federal  Reserve,  but 
it  is  unfortunate  that  the  Federal  Reserve,  the  Treasury,  and  the  Council 
of  Economic  Advisors  could  not  agree  on  the  trends  and  produce  a  well- 
integrated  monetary  and  fiscal  policy.  Disapproving  of  dear  money,  the 
Treasury  might  be  forced  into  pushing  for  tax  reduction. 

In  some  instances  less  developed  countries  seem  to  rely  more  on  an 
integrated  monetary  and  fiscal  policy  than  the  more  advanced  countries. 
Possibly  the  less  developed  money  markets  put  a  greater  strain  on  fiscal 
policy,  but  the  relatively  smaller  revenues  collected  by  the  less  developed 
and  smaller  countries  may  be  a  deterrent  to  effective  use  of  fiscal  policy. 
In  some  respects  the  smaller  country  faces  a  tougher  problem,  for  ex- 
cessive credit  is  reflected  in  a  corresponding  growth  in  the  adverse 
balance  of  payments.  A  large  country  like  the  United  States  absorbs  a 
substantial  part  of  its  excess  in  spending  at  home,  not  reflected  in  a 
corresponding  rise  of  the  external  deficit.  All  this  suggests  both  the 
greater  task  required  of  monetary  policy  for  the  smaller  countries  and 
also  the  pressure  to  use  fiscal  policy  as  well  as  controls. 

27  The  fullest  discussion  of  these  issues  is  to  be  found  in  J.  J.  Polak,  An  Inter- 
national Economic  System,  1953,  and  an  able  review  of  this  book  by  A.  C.  Har- 
berger  in  The  Review  of  Economics  and  Statistics,  November,  1956.  Also  see  H. 
Neisser  and  F.  Modigliani,  National  Incomes  and  International  Trade,  A  Quantitative 
Analysis,  1953. 

28  International  Monetary  Fund,  Financial  News  Survey,  Oct.  14,  1955. 


146  Money,  Capital  Movements,  and  the  Balance  of  Payments 

In  1954,  the  International  Monetary  Fund  agreed  to  a  devaluation  of 
the  Mexican  peso  and,  in  conjunction  with  this  move,  provided  additional 
funds.  The  monetary  and  fiscal  policies  were  well  integrated,  as  can  be 
gleaned  from  the  following  account:29 

On  the  proposal  of  the  Government  of  Mexico,  in  which  the  Fund  con- 
curred, the  par  value  of  the  Mexican  peso  was  changed  on  April  19,  1954 
from  8.65  pesos  to  12.50  pesos  per  U.S.  dollar.  The  new  par  value  represented 
a  devaluation  of  30.8  per  cent  from  the  previous  rate,  which  had  been  in 
effect  since  July  17,  1949.  At  the  same  time,  the  Fund  concluded  a  stand-by 
agreement  under  which  Mexico  may  draw  up  to  $50  million  to  serve  as  a 
second  line  of  reserve  during  the  period  of  adjustment  to  the  new  par  value. 
The   Government   of   Mexico   proposed  an   exchange   devaluation  for  several 

|||  reasons.  There  had  been  a  deterioration  on  ordinary  balance  of  payments  ac- 

count, and  a  significant  recovery  was  not  considered  likely  in  the  absence  of 

t|  marked    improvement   in   world   demand   and   price   conditions   for   many   of 

Mexico's    leading   export   products,    especially   minerals.    Moreover,   as   export 

£  earnings   declined,  the  business  community  became  more  cautious  in  its  ap- 

praisal of  future  developments.  The  Mexican  Government  was  determined  to 
neutralize  through  compensatory  fiscal  policies  the  decline  in  private  economic 
II,  activity  which  had  manifested  itself  before  the  devaluation.  Without  an  ex- 

■f  change  devaluation,  such  fiscal  policies  would  have  tended  to  place  renewed 

pressure  on  the  monetary  system  and  on  the  country's  balance  of  payments. 
Finally,  the  gradual  reduction  from  1951  onward  of  the  gold  and  foreign  ex- 
change reserves  of  the  Bank  of  Mexico  had  impaired  its  ability  to  cope  with 
deficits  on  ordinary  balance  of  payments  account  or  with  recurrent  sizable 
outflows  of  short-term  capital  similar  to  the  outflows  in  the  middle  of  1951 
and  the  middle  of  1952.  A  new  wave  of  speculation  against  the  peso  devel- 
j  oped  in  March  1954,  when  the  period  was  approaching  at  which  Mexico's  ex- 

change earnings  are  normally  seasonally  low.  The  Government,  therefore,  de- 
cided that  it  should  act  without  delay  in  order  to  avoid  a  serious  depletion  of 
the  international  reserves  of  the  Bank  of  Mexico.  The  devaluation  of  April  1954 
was  expected  to  restrain  imports  and  to  give  a  stimulus  to  foreign  tourist 
receipts.  At  the  same  time  the  Government  announced  the  imposition  of  higher 
export  taxes,  to  absorb  a  large  part  of  the  profits  that  would  otherwise  accrue 
to  exporters  from  devaluation.  In  spite  of  the  increased  public  spending  in- 
volved in  the  fiscal  policies  to  which  the  Government  of  Mexico  is  for  the  time 
being  committed,  any  considerable  expansion  in  tax  collections,  mainly  as  a 
result  of  the  new  export  taxes,  was  likely,  also,  to  tend  to  insure  a  sounder 
fiscal  position  for  the  Federal  Government. 

Disregard  of  International  Aspects  in  Postwar  United  States 

In  the  postwar  history  of  the  United  States,  some  aspects  of  the 
problems  here  under  consideration  are  raised.  A  striking  aspect  of  United 
States  policy  was  the  almost  complete  disregard  of  international  reper- 

29  International  Monetary  Fund,  Annual  Report,  1954,  pp.  84—85. 
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cussions  in  the  discussion  of  monetary  policy.  The  explanation  was  in  &. 

part  the  fact  that  this  country,  with  a  strong  dollar  and  about  $24 
billion  of  gold,  or  two-thirds  of  the  world  supply  in  the  early  fifties, 
could  indulge  in  substantial  inflationary  and  expansionist  monetary 
policies  without  being  excessively  concerned  about  international  reper- 
cussions. It  might  be  held  that  the  high  wage  policies  in  this  country 
tended  to  correct  the  excessive  strength  of  the  dollar,  that  is,  should 
bring  higher  costs  and  prices.30  But  rapid  inflation  abroad  and  the  rapid 
rise  of  productivity  here  were  offsetting  factors.  It  is  difficult  to  find,  as 
noted  above,  any  evidence  that  high  wage  policies  or  other  inflationary 
policies  in  the  United  States  were  encouraged  here  in  order  to  bring  our 
international  accounts  closer  to  a  balance.  However,  foreign  aid  was  a 
facet  of  our  international  economic  policies  directed  toward  increasing 
the  supply  of  dollars  available  to  foreign  countries,  and  there  was 
some  consideration  given  the  possibility  of  raising  the  dollar  price  of 
gold,  a  policy  that  would  have  made  more  dollars  available  to  foreigners.31 

Then  what  was  the  major  concern  of  United  States  policy?  Un- 
doubtedly the  authorities  were  anxious  to  keep  the  price  of  government 
securities  up.  Hence  there  was  pressure  to  support  the  market  for  gov- 
ernment securities,  a  program  fostered  by  Reserve  bank  purchases  of 
government  securities  whenever  they  tended  to  fall  substantially  in  price. 
In  1951,  an  agreement  between  the  Reserve  Board  and  the  Treasury 
acknowledged  that  the  objective  of  monetary  policy  should  be  the  im- 
proved state  of  the  economy.  The  result  of  the  policies  of  supporting 
security  prices  was  monetary  expansion  and  hence  upward  movements 
in  prices.  No  one  justified  this  policy  on  the  grounds  of  its  contribution 
to  international  equilibrium.  It  should  be  noted,  however,  that  the 
American  policy  prior  to  1951  was  one  of  supporting  not  only  gov- 
ernment securities  but  all  assets,  that  is,  keeping  a  sufficient  supply  of 
money  outstanding  so  that  the  price  of  all  assets  would  be  high  or,  in 
other  words,  the  rate  of  interest  low.  The  government  had  been  mindful 
of  the  needs  of  the  economy  but  may  well  have  weighted  the  need  of 
supporting  government  securities  too  heavily  and  hence  have  added  to 
inflationary  pressures.32 

In  1953,  the  government  attempted  to  modify  past  policies  by  raising 
the  rate  of  interest  through  the  issue  of  longer-term  securities,  and 
reduced  support  of  the  market.  But  the  effects  of  higher  rates  of  in- 
terest were  a  partial  collapse  of  the  government  bond  market  and  also 
some  deterioration  in  the  economic  situation.  Fortunately  with  unem- 
ployment rising  to  3  million  to  4  million  in  1953-1954,  the  authorities 

30  Cf.  J.  M.  Keynes's  last  article,  "The  Balance  of  Payments  of  the  United  States," 
Economic  Journal,  June,  1946,  pp.  172—187. 

31  Discussed  fully  in  Chap.  26. 

32  Cf.  S.  E.  Harris,  The  National  Debt  and  the  New  Economics. 
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reversed  their  monetary  policies  and  also  cut  taxes,  thus  stimulating  the 
economy.  It  was  held  by  some  that  it  had  been  unwise  to  increase  rates 
of  interest  on  the  assumption  that  the  country  was  suffering  from  in- 
flation when,  in  fact,  prices  had  been  stable  or  falling  for  two  years.33 

Some  Conclusions 

In  recent  chapters,  I  have  discussed  problems  of  money,  concentrating 
primarily  on  aspects  of  special  significance  for  international  trade  and 
equilibrium,  but  to  understand  this  relationship,  one  must  pay  some 
attention  to  alternative  objectives  of  monetary  policy. 

Our  modern  monetary  systems  have  evolved  from  a  theory  of  money 
which  emphasizes  its  unimportance  and  a  theory  of  trade  which  stresses 
the  point  that  trade  theory  is  not  modified  by  the  introduction  of  money 
into  the  analysis.  With  an  emphasis  on  the  natural  distribution  of 
precious  metals,  there  was  little  scope  for  management  of  the  monetary 
system.  Indeed,  the  banking  school  would  tolerate  management  re- 
stricted by  convertibility,  but  the  currency  school  would  impose  upon 
the  central  bank  a  rigid  restriction  of  issue,  related  to  international  gold 
flows.  Hence  the  theory  behind  monetary  systems  during  most  of  the 
one  hundred  years  before  World  War  I  was  that  the  objective  was  to 
preserve  the  gold  standard,  that  is,  a  fixed  price  for  gold  and  free  ex- 
change of  gold  for  notes  and  vice  versa  at  a  fixed  price.  In  order  to 
ensure  this  kind  of  international  system,  it  was  held  imperative  to  avoid 
excessive  issues  with  resultant  rise  of  prices  and  excess  of  imports.  Hence 
the  Bank  Act  of  1844,  which  forced  on  the  central  bank  corrective 
measures  upon  the  loss  of  relatively  small  amounts  of  gold  abroad.  The 
system  failed  to  recognize  the  much  greater  significance  of  internal 
drains  of  gold  and  currency  and  did  not  provide  the  flexibility  required 
to  satisfy  demands  for  increased  liquidity. 

Fortunately,  despite  the  determination  of  the  monetary  theorists  and 
practitioners  to  starve  the  economy,  an  element  of  growth  and  flexibility 
was  introduced.  New  gold  discoveries,  the  development  of  deposit 
banking,  other  economies  in  the  use  of  money,  and  the  suspension  of 
the  Bank  Act  helped  greatly.  Nevertheless,  there  was  not  enough  money 
to  go  around.  Even  in  the  nineteenth  and  the  early  twentieth  centuries, 
the  gold  standard  was  not  a  great  success;  after  the  Napoleonic  War,  in 
the  last  quarter  of  the  nineteenth  century,  in  the  interwar  period,  the 
major  countries  competed  for  gold  by  depressing  their  price  and  even 
income  levels.  Even  in  the  United  States,  where  there  was  little  indica- 
tion  of   a   monetary   policy   before   1913,   the   pressure   of   inadequate 

33 1  have  discussed  this  episode  much  more  fully  in  a  statement  before  a  congres- 
sional committee:  United  States  Monetary  Policy:  Recent  Thinking  and  Experience, 
Hearings  of  the  Joint  Committee  on  the  Economic  Report,  Subcommittee  on 
Economic  Stabilization,  1954,  pp.  51-60. 
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supplies  of  money  was  felt  in  downward  pressures  on  prices.  That  the 
gold  standard  performed  as  well  as  it  did  could  be  explained  by 
economies  in  the  use  of  gold  adumbrated  above,  by  the  increased  de- 
mand for  money  in  the  periods  of  large  gold  discoveries,  and  above  all 
by  the  introduction  of  management  by  the  Bank  of  England.  The  last 
responded  to  losses  of  gold  with  an  increase  of  bank  rates  and  to  gains 
with  a  reduction  of  rates  and  learned  about  techniques  to  enforce  rates. 
In  the  most  recent  failures  of  the  gold  standard,  recourse  was  had  to  a 
series  of  devaluations. 

After  World  War  I,  interest  in  a  monetary  policy  that  would  stabilize 
prices  and  (later)  maximize  employment  and  output  attracted  increasing 
attention.  Keynes,  especially,  laid  the  groundwork  for  the  new  policies. 
The  major  shift  of  emphasis  was  from  a  policy  which  seeks  to  preserve 
the  gold  standard  to  one  that  emphasizes  the  attainment  of  domestic 
objectives  of  high  employment  and  output.  It  does  not  necessarily  follow 
that  the  international  system  is  then  excluded.  It  is  possible  for  each 
country  to  be  guided  largely  by  domestic  objectives,  and  yet  through 
international  cooperation,  with  each  country  seeking  expansion  and  the 
provision  of  adequate  international  reserves,  the  best  points  of  a 
domestic  and  international  system  might  be  combined.  But  even  under 
this  kind  of  system  periodic  adjustments  in  exchange  rates  would  have  to 
be  accepted  as  normal.  Above  all,  this  system  would  not  subject 
economies  to  pressures  from  the  outside  which  would  deprive  them  of 
the  supplies  of  money  and  the  application  of  fiscal  policies  consistent 
with  appropriate  rates  of  interest  and  demand  as  required  by  domestic 
objectives. 

In  the  absence  of  international  cooperation,  under  the  new  monetary 
policies,  each  country  would  depend  on  exchange  adjustments,  re- 
strictions on  capital  movements,  and  even  other  restrictions  to  ensure 
adequacy  of  demand  in  the  face  of  noncooperative  policies  abroad. 

In  the  modern  approach  to  international  equilibrium,  much  more  at- 
tention is  paid  to  income  movements  than  in  the  past.  In  the  discussion 
of  dollar  shortage  in  Chapters  16  and  20  to  24,  we  stress  the  relation 
of  income  movements  and  imports.  Disequilibrium  may  arise  because 
higher  productivity  in  one  country  (despite  accompanying  increase  of 
income  and  imports)  yields  gains  in  falling  prices  as  well  as  higher 
incomes,  and  with  a  low  propensity  to  import  and  inadequate  increase 
of  wages  (and  hence  relatively  low  prices),  the  dollar  market  may  be- 
come unbalanced.  More  on  this  later  and  more  on  the  relation  of  prices 
and  exchanges. 


CHAPTER  13 

A  Brief  Resume  of  United  States 
Monetary  Policy 


Introduction 

In  Chapters  9  to  12  I  have  treated  the  international  aspects  of  monetary 

policy  as  well  as  other  broad  objectives  primarily  from  the  British  view- 

tg  point.  This  is  understandable,  since  the  major  advances  were  made  in 

«K  Great  Britain,  but  it  is  well  to  tie  this  analysis  to  the  monetary  history 

of  the  United  States. 

In  this  country,  the  monetary  system  before  the  Civil  War  was 
generally  chaotic — if  it  could  be  called  a  system  at  all.  The  tie-in  to  gold 
was  much  less  rigid  than  in  the  British  system.  In  a  growing  country 
with  little  monetary  organization  and  what  seemed  to  be  almost  in- 
I  satiable  demands  for  cash,  the  fluctuations  in  supplies  of  money  and 

prices  were,  indeed,  of  large  proportions;  and  getting  out  of  step  with 
Europe  in  monetary  creation,  the  authorities  were  confronted  with  drains 
of  reserves  and  at  times  with  great  deflations. 

In  the  post-Civil  War  period  the  monetary  system  was  in  some 
respects  even  more  rigid  than  the  British.  The  tie-in  of  money  with  the 
national  debt  contributed  to  a  great  deflation  in  the  last  quarter  of  the 
nineteenth  century  as  debt  was  repaid,  though  in  the  face  of  great  de- 
mands for  additional  supplies  of  money  in  a  rapidly  growing  economy, 
means  were  found  to  expand  the  supplies  of  money  but  not  adequately 
to  stop  the  great  deflation.  Unorthodox  proposals  to  expand  the  supply 
of  money  induced  losses  of  confidence  abroad,  withdrawals  of  capital, 
and  monetary  crises. 

In  the  post-1914  period,  the  attention  given  to  international  aspects 
of  money  was  a  minimum.  A  strong  economy  could  attract  gold  from 
abroad  and  generally  pursue  domestic  policies  with  little  concern  about 
losses  of  gold.  The  original  objective  of  the  Federal  Reserve  was  to 
provide  adequate  supplies  of  money  based  on  the  needs  of  trade.  The 
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banking  principle  had  emerged  victorious  in  the  United  States,  as  it  had 
not  in  Great  Britain.  Gradually  this  country  created  the  weapons  of 
monetary  control  which  had  been  evolved  much  earlier  in  Great  Britain. 
Later  on  this  country  also  sought  broader  objectives  of  monetary  policy 
as  had  the  British.  Political  pressures  often  made  these  weapons  in- 
nocuous. But  above  all,  this  country,  in  contrast  to  European  countries, 
could  pursue  monetary  policies  with  little  thought  to  international 
repercussions. 

Pre-Federal  Reserve 

Now  I  turn  to  United  States  monetary  developments.1  It  was  not 
until  1914  that  this  country  established  a  central  banking  system.  In  the 
preceding  century  one  crisis  followed  another.  There  was  scarcely  a 
genuine  monetary  policy.  During  a  large  part  of  the  first  half  of  the 
nineteenth  century  wildcat  banks  provided  the  country  with  a  substantial 
part  of  the  currency  needed,  but  often  the  banks  disappeared  before 
the  currency  could  be  redeemed.  Yet  these  issues  probably  did  more 
good  than  harm.  When  Jackson  destroyed  the  Second  Bank  of  the 
United  States,  he  left  a  hiatus  in  the  monetary  system,  and  the  Sub- 
treasury  system  which  followed  greatly  reduced  the  degree  of  monetary 
flexibility.  (Wholesale  prices  declined  by  40  per  cent  in  the  first  half 
of  the  nineteenth  century,  and  economic  conditions  improved  little. ) 

Undoubtedly  the  Second  Bank  of  the  United  States,  operating  for 
about  twenty  years  after  the  War  of  1812,  provided  the  country  with 
a  modicum  of  leadership.  The  Bank  transferred  cash  on  behalf  of  the 
Treasury,  a  troublesome  problem  at  this  time;  financed  much  domestic 
business;  controlled  issues  of  its  branches  in  accordance  with  exchange 
movements,  that  is,  with  New  Orleans  exchange  adverse,  issues  were 
reduced  there;  and  controlled  to  some  extent  the  issues  of  state  banks. 
But  even  the  Second  Bank  could  not  stop  repayments  of  debt  by  the 
government  and  the  accompanying  contraction  of  currency,  a  process 
carried  through  with  no  thought  to  the  effects  on  the  domestic  or 
international  situation.  It  is  rather  surprising  that  Professor  W.  Smith 
should  welcome  this  repayment  of  debt  in  every  year  from  1817  to  1833 
as  being  anti-inflationary.  Actually,  wholesale  prices  declined  by  more 
than  25  per  cent  from  the  years  1817  to  1821  and  10  per  cent  further  by 
1830,  and  the  cost  of  living  also  fell.2 

1  See  especially  D.  Dewey,  Financial  History  of  the  United  States;  "Federal  Re- 
serve System."  (B.  Hammond,  historical  introduction),  in  Banking  Studies,  1941, 
pp.  5-38;  A.  Schlesinger,  Jr.,  The  Age  of  Jackson,  on  banking  history;  O.  M.  W. 
Sprague,  The  National  Banking  System;  W.  Smith,  Economic  Aspects  of  the  Second 
Bank  of  the  United  States,  1953. 

2  U.S.  Department  of  Commerce,  Historical  Statistics  of  the  United  States,  1789- 
1945,  pp.  234-235;  Smith,  op.  cit.,  especially  chaps.  3,  4,  8. 
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The  gyrations  of  our  monetary  system  may  be  gleaned  from  Table 
13-1.3 


Table  13-1 

(In  millions  of  dollars) 

Circulation  of  State  Banks 

1829 

48 

1833 

10 

f  the  Second  Bank  of  the  I 

1817 

1.9 

1833 

17.5 

1836 

23.0 

1840 

6.7 

Fortunately  by  the  latter  part  of  the  fifties  the  volume  of  deposits, 
growing  rapidly,  exceeded  the  notes  outstanding.4 

Finally,  in  the  midst  of  the  Civil  War,  the  government  established  the 
national  banking  system,  which  virtually  gave  a  monopoly  of  issue  of 
bank  notes  to  national  banks,  but  the  notes  were  to  be  covered  by 
ill  Federal  securities.  Again  there  was  no  central  monetary  authority.  The 

stt  folly  of  tying  the  currency  system  to  government  finance  was  revealed 

in  the  post-Civil  War  period,  when  national  banks  were  forced  to  retire 
their  notes.  In  the  twenty-seven  years  1866  to  1893  the  government  re- 
tired two-thirds  of  its  national  debt.  Untutored  in  modern  fiscal  theories, 
the  government  repaid  debt  and  destroyed  money  in  the  midst  of  a 
period  of  great  expansion  and  even  greater  potential  expansion.  The 
|  J  result  was  great  pressure  on  prices.  Table  13-2  suggests  the  course  of 

events.  In  this  period  of  twenty-seven  years,  the  country  went  through 
a  record  deflation  wringer,  with  wholesale  prices  falling  by  50  per  cent. 
But  even  this  deflation  could  not  paralyze  the  country.  The  underlying 
conditions  were  so  favorable  that  the  national  income  rose  by  100  per 
cent  (200  per  cent  in  stable  wholesale  prices).  Fortunately,  despite  the 
repayment  of  debt,  the  national  bank  notes  dropped  by  but  one-third 
(the  banks  competed  strenuously  for  outstanding  bonds  to  serve  as  cover 
for  notes).  And  in  these  years  a  moderate  inflow  of  gold  and  the  issue 
of  silver  money  made  possible  a  rise  of  money  in  circulation  of  two- 
thirds.  On  the  basis  of  the  rise  of  income  (over  our  whole  history  the 
relative  increase  of  money  in  circulation  has  greatly  exceeded  that  of 
income),  the  expansion  of  monetary  supplies  was  most  inadequate,  and 
the  pressure  felt  by  the  debtor  class  in  a  period  of  falling  prices  was 
reflected  in  radical  political  movements  springing  from  the  West. 

There  is  no  doubt  that  the  competition  for  gold  among  the  leading 

3  Historical  Statistics  of  the  United  States,  1789-1945,  p.  261. 

4  Hammond,  op.  cit.,  p.  13. 
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countries  and  especially  Great  Britain,  the  United  States,  France,  and 
Germany  had  much  to  do  with  the  pressure  on  prices.  Time  and  again 
in  the  period  between  the  Civil  War  and  1900  the  British  had  to  raise 
rates  in  order  to  protect  their  gold  supplies.  They  suffered  from  falling 
prices,  as  did  the  United  States.  In  this  sense,  the  policy  of  debt  con- 
traction and  accompanying  reduction  of  bank  notes  may  be  said  to 
have  been  consistent  with  the  requirements  of  the  gold  standards,  but  it 
was  not  a  healthy  policy  when  viewed  from  the  needs  of  the  internal 
economy.  That  the  government  pursued  the  policy  of  debt  reduction  in 
order  to  obtain  its  share  of  world  gold  supplies  through  price  reductions 
is  not  at  all  clear.  The  growth  of  the  economy,  despite  the  inadequacy  of 
monetary  supplies,  was  the  explanation  of  revenue  surpluses.  An  increase 
of  gold  supplies  from  $121  million  in  1866  (when  this  country  was  off 
gold)  to  $502  million  in  1893,  however  embarrassing  to  the  British,  was 
not  enough  to  satisfy  the  needs  of  a  dynamic  American  economy.  To  the 
accompaniment  of  reduced  confidence  in  the  dollar  when  this  country 
experienced  the  great  controversy  over  the  introduction  of  bimetallism, 
the  exports  of  gold  (net)  from  the  United  States  were  no  less  than  $323 
million,  or  more  than  half  of  its  accumulated  stock.  (Part  was,  however, 
from  new  production  of  gold.5 ) 

Table  13-2  suggests  the  main  outlines  of  the  developments  from  1866 
to  1893,  but  a  word  should  be  added  concerning  the  resumption  of  pay- 

Table  13-2.  Economic  Development:  United  States,  1866  to  1893 


National  income,  billions  of  dollars 

Wholesale  prices  (1926  =  100) 

Cost  of  living  (1913  =  100) 

Total  money  in  circulation,  millions  of  dollars 

National  bank  notes  in  circulation,  millions  of  dollars . 
National  debt,  millions  of  dollars 


1893 


11. 
53 
75 

1,543 

175 
961 


source:  U.S.  Department  of  Commerce,  Historical  Statistics  of  the  United  States, 
1789-1945. 

ments  after  the  Civil  War.  Here  the  same  issues  were  thrashed  out  as  in 
Great  Britain  in  the  post-Napoleonic  and  post- World  War  I  periods. 
Could  this  country  by  returning  to  the  convertibility  of  currency  into  gold 
command  enough  gold  to  maintain  convertibility?  Would  the  resultant 
starvation  of  the  currency  damage  the  economy?  In  the  course  of  official 
hearings  in  1876,  many  warned  the  government  that  the  effects  would 

5  The  contraction  in  the  post-Civil  War  period  is  discussed  more  fully  in  S.  E. 
Harris,  National  Debt  and  the  New  Economics,  1947,  especially  pp.  263-265;  also 
see  R.  G.  Hawtrey,  A  Century  of  Bank  Rate,  1938,  chap.  3. 
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be  disastrous,  but  resumption  was  carried  through  despite  the  warnings 
of  many  and  of  the  Monetary  Committee:6 

Those  who  now  find  themselves  crushed  beneath  a  load  of  debt  through 
falling  prices  brought  about  by  a  contraction  of  the  currency  cannot  be  justlv 
taunted  with  previous  recklessness,  because  they  transacted  business  in  prices 
regulated  by  forces  over  which  they  had  no  control.   .   .   . 

A  transition  in  this  country  from  paper  to  coin  involves  a  struggle  for  the 
needed  coin  with  other  countries,  no  one  of  which  has  any  that  is  not  all 
urgently  needed  for  its  own  payments,  prices  and  necessities.  ...  It  [the 
United  States]  can  be  successful  [in  obtaining  gold]  by  a  reduction  of  prices 
in  this  country,  not  merely  to  the  present  level  of  coin-prices  throughout  the 
world,  but  to  the  lower  level  to  which  they  must  descend  under  such  a  new 
1^1  and    great    demand   for   coin   as   the   resumption   of  specie   payment   in   this 

country  would  occasion.   .   .  . 

It  is  not  surprising,  then,  that  the  government  policy  to  resume  was 
accompanied  by  a  reduction  of  prices  in  excess  of  25  per  cent  from  1872 
to  1878  and  beginning  in  1877  a  stoppage  of  the  large  outflow  of  gold 
which  had  persisted  from  1873  to  1876.  Nor  are  we  surprised  that  the 
ig!  total  supply  of  money  actually  declined  in  this  period.  The  resumption 

I  of  gold  payments  and  the  peculiar  perversity  of  issues  of  bank  notes  re- 

sulting from  debt  repayments  accounted  for  a  monetary  policy  which 
could  scarcely  be  supported  by  those  in  command  of  modern  monetary 
theory. 


Lack  of  a  Policy  and  the  Federal  Reserve 

■    I  In  the  hundred  years   before  the  founding  of  the  Federal  Reserve 

System  there  was  then  little  evidence  of  a  national  monetary  policy. 
This  country  shared  the  international  crisis  of  Western  Europe  and,  in 
addition,  experienced  additional  years  of  crisis.  So  chaotic  was  the 
system  that  in  the  financial  crisis  of  the  1890s,  with  the  United  States 
,1  adherence  to  the  gold  standard  threatened  as  a  result  of  large  outflows 

of  gold,  the  government  had  to  appeal  to  a  private  banking  firm  for  help. 
The  Federal  Reserve  System  was  the  answer  for  those  who  would 
introduce  a  central  bank  and  control,  if  not  eliminate,  the  periodic  crisis 
last  felt  in  1907.  As  had  been  true  in  the  past,  little  attention  was  paid 
to  the  international  aspects  of  policy,  though  losses  of  gold  were  em- 
barrassing, for  if  they  had  been  considered  adequately,  a  regional  system 
of  twelve  Reserve  banks  might  not  have  been  established.  In  the  course 
of  development  under  the  Federal  Reserve  System,  despite  the  intentions 
of  the  founders,  who  were  excessively  frightened  of  Wall  Street,  the  New 
York  Bank  has  assumed  a  major  responsibility  for  international  equi- 

6  The  Report  of  the  United  States  Monetary  Commission,  1877,  vol.  I,  pp.  105,  106. 
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librium7  ( often  sharing  it  with  the  Treasury )  and  a  substantial  control  of 
the  System. 

At  this  point  it  may  be  useful  to  trace  the  main  outlines  of  the  develop- 
ment of  the  Federal  Reserve  System  over  a  period  of  forty  years.  The 
System  was  established,  not  on  the  currency  principle,  the  theoretical 
basis  of  the  Bank  of  England,  but  rather  on  the  banking  principle:  The 
Reserve  banks  were  to  rediscount  paper  based  on  commercial  trans- 
actions, and  the  reserve  against  notes  was  to  consist  of  gold  and  redis- 
counted  commercial  paper.  The  system  was  to  be  much  less  rigid  than 
the  British  one.  In  part,  the  acceptability  of  the  banking  principle  as 
well  as  the  regional  nature  of  the  System  can  be  explained  by  the  greater 
importance  of  regional  economics  and  the  lesser  significance  of  inter- 
national economics  for  the  United  States  than  for  Great  Britain. 

But  the  System  did  not  develop  as  had  been  anticipated.  The  amount 
of  commercial  paper  reaching  the  Reserve  banks  was  much  too  small 
to  provide  the  money  needed  by  the  country,  especially  in  wartime. 
(Rediscounts  of  paper  at  the  Reserve  banks  create  cash  reserves  for  the 
commercial  banks.)  The  major  contributions  to  the  monetary  supplies 
were  provided  through  purchases  of  government  securities  by  the  Re- 
serve banks  ( open-market  operations,  a  technique  most  highly  developed 
in  this  country),  through  gold  inflows  (offset  by  increased  money  in 
circulation),  through  reductions  in  reserve  requirements  for  commercial 
banks,  and  through  the  purchase  of  government  securities  and  other 
assets  by  the  commercial  banks.  The  significance  of  open-market  opera- 
tions (or  direct  purchases  of  securities  by  the  Reserve  banks  from  the 
Treasury)  may  be  gleaned  from  the  fact  that  Reserve  bank  holdings 
exceeded  the  reserves  of  member  banks  in  the  early  fifties. 

It  will  be  noted  from  Table  13-3  that  the  major  source  of  earning 
assets  (the  most  important  source  of  deposits)  has  been  the  purchase 
of  government  securities  by  commercial  banks,  which  in  turn  obtained 
their  cash  through  Reserve  bank  open-market  operations  and  inflow  of 
gold.  (But  the  gains  of  gold  were  offset  by  losses  of  cash,  as  the  banks 
had  to  convert  reserves  to  pay  for  the  rising  stock  of  money  required 
for  circulation.)8 

Fortunately,  the  monetary  authority,  even  though  concerned  over  increased 
monetary  supplies,  did  not  stifle  the  economy — with  some  notable  exceptions 
— by   excessive   restrictions   on  monetary  expansion.   The  reason  was  lack  of 

7  An  interesting  analysis  of  the  manner  in  which  the  New  York  Reserve  Bank 
achieved  much  authority  and  the  reasons  for  this  "usurpation"  of  power  will  be 
found  in  G.  L.  Bach,  Federal  Reserve  Policy  Making,  1950,  chap.  4. 

8  Monetary  Policy  and  the  Management  of  the  Public  Debt,  Hearings  of  the  Joint 
Committee  on  the  Economic  Report,  March,  1952,  pp.  380-389.  The  excerpt  is 
from  pp.  380-381. 
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authority  and  (later)  lack  of  courage  and  popular  support.  The  fact  is  that 
the  country  grew  up  to  its  monetary  supplies.  Indeed,  there  were  periods, 
(e.g.,  the  last  quarter  of  the  nineteenth  century)  when  the  monetary  system 
was  rigid  and  perverse  in  its  behavior.  Additional  money  was  required  not 
only  to  monetize  the  economy  and  finance  the  growth  of  the  Nation,  but 
also  to  provide  the  additional  cash  which  the  people  want  as  their  standards 
of  living  rise.  Thus  we  can  explain  a  rise  of  money  greatly  exceeding  the  in- 
crease of  income.  We  should  not  forget,  furthermore,  that  part  of  the  added 
supplies  of  money  financed  inflationary  episodes  which  are  characteristic  of 
economies  with  shortages  of  capital.  In  a  developing  economy,  inflation  serves 
a  useful  purpose,  if  not  carried  too  far,  in  providing  needed  capital. 

Had  the  traditionalists  had  their  way  (and  these  include  even  those  who 
inspired  the  Federal  Reserve  System  and  were  the  precursors  of  the  anti- 
monetization-of-debt  school,  Senator  Glass,  Professor  Willis,  and  leading  bank- 
ers), then  the  country  would  have  been  starved  for  money  in  the  years  since 
1914.  Only  war  and  the  growth  of  national  debt  vanquished  these  supporters 
of  the  theory  that  bank  deposits  must  grow  only  with  commercial  loans.  They 
failed  to  see  that  recourse  to  commercial  lending  does  not  necessarily  give  the 
country  the  money  it  needs. 

Here  are  some  rough  figures  for  1914  to  1951,  inclusive.  They  show  the  im- 
portance of  the  monetization  of  the  debt  and  the  associated  rise  of  deposits 
and  of  national  income,  the  last  only  in  small  part  reflecting  inflation. 

It  will  be  observed  that  the  major  increase  of  assets  (and  especially  pro- 
portionately) has  been  in  securities,  and  that  national  income  rose  eight  times 
as  much  as  prices.  (Cost-of-living  figures  are  not  too  reliable  for  the  earlier 
period  but  a  rough  estimate  points  to  an  increase  of  income  of  six  times  as 
much  as  in  the  cost  of  living. ) 

Table  13-3.  All  Commercial  Banks:  Deposits,  Loans,  Securities,  and 
National  Income,  1914  and  June,  1951 


Rise,  billions 
of  dollars 


Deposits 

Loans 

Securities 

Prices,  wholesale 
National  income 


Rise,  no.  of 
times 


7.6 
3.1 
17.8 
1.1 
8.6 


source:  Monetary  Policy  and  the  Management  of  the  Public  Debt,  Hearings  before 
the  Subcommittee  on  General  Credit  Control  and  Debt  Management  of  the  Joint 
Committee  on  the  Economic  Report,  82d  Cong.,  pp.  380-381  (statement  by  S.  E. 
Harris).  Federal  Reserve  Board,  Banking  and  Monetary  Statistics,  Federal  Reserve 
Bulletin,  Historical  Statistics  of  the  United  States,  1789-1945,  and  the  Economic  Report 
of  the  President,  Jan.  1,  1952. 


In  some  respects  the  monetary  history  of  the  United  States  has  been 
unusual.  On  the  whole,  little  attention  has  been  paid  to  international 
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aspects  of  its  policies,  and  this  is  especially  true  since  1914.9  (In  the 
occasional  period — 1924,  1927 — when  this  country  adapted  its  policy  to 
the  requirements  of  the  international  system,  it  was  concluded  that  a 
great  mistake  had  been  made.10)  The  explanation  of  this  fact  is  partly  the 
relative  unimportance  of  foreign  trade  for  the  United  States  and  partly 
the  strong  international  economic  position  of  this  country.  As  an  in- 
dication of  strength  or  else  of  overallegiance  to  orthodoxy,  despite  long 
periods  of  monetary  scarcity,  there  had  been  no  devaluation  for  a 
century  previous  to  the  1934  devaluation.  ( See  note  at  end  of  chapter. ) 

General  Observations  on  the  Federal  Reserve 

We  have  noted  above  that  the  Federal  Reserve  is  not  nearly  so  con- 
cerned with  international  aspects  of  policy  as  the  Bank  of  England,  that 
it  has  introduced  a  greater  degree  of  flexibility  and  policy  into  the 
monetary  arena,  that  it  has  used  the  important  weapon  of  open-market 
operations,  and  that  it  has  flirted  with  the  problem  of  price  stabilization. 
In  this  section,  we  shall  comment  on  various  aspects  of  Federal  Reserve 
policy  as  suggested  by  its  history.  Benjamin  Strong,  the  great  figure  in 
the  Federal  Reserve  in  the  first  fifteen  years;  E.  A.  Goldenweiser,  the  re- 
search director  over  a  long  period;  and  Randolph  Burgess,  a  leading 
figure  in  the  system,  have  all  expressed  their  views  in  books,  and  these 
are  helpful.11 

First,  the  authorities  have  tended  to  minimize  their  control  over 
member  hank  reserves,  prices,  and  the  credit  policies  of  hanks.  Thus, 
though  the  Federal  Reserve  was  established  in  part  to  control  the  quality 
as  well  as  the  quantity  of  banking,  Benjamin  Strong  in  1922  said  that 
the  "eligible  paper  we  discount  is  simply  the  vehicle  through  which  the 
credit  of  the  Reserve  System  is  conveyed  to  members.  But  the  definition 
of  eligibility  does  not  effect  the  slightest  control  over  the  use  to  which 
the  proceeds  are  applied."12  As  late  as  1928,  Mr.  Strong  testified  as 
follows  before  a  congressional  committee:13 

Governor  Strong.  That  question  is  really  applicable  to  the  last  few  questions 
in  this  questionnaire.  Again  getting  back  to  the  gold  standard,  the  gold  stand- 

9  How  little  part  international  considerations  play  in  Federal  Reserve  policy  is  indi- 
cated by  a  perusal  of  Bach's  comprehensive  book  Federal  Reserve  Policy  Making. 
In  282  pages,  the  international  problems  receive  much  less  than  10  pages.  This 
should  be  contrasted  to  foreign  interests  of  the  Second  United  States  Bank  ex- 
cellently treated  in  Smith,  op.  cit.,  especially  chap.  6. 

10  Cf.  E.  A.  Goldenweiser,  Monetary  Management,  1949,  pp.  52-53. 

11  W.  R.  Burgess  ( ed. ) ,  Interpretations  of  Federal  Reserve  Policy  in  the  Speeches 
and  Writings  of  Benjamin  Strong,  1930;  W.  R.  Burgess,  The  Reserve  Banks  and  the 
Money  Market,  rev.  ed.,  1936;  E.  A.  Goldenweiser,  op.  cit.,  1949.  The  author  has 
also  depended  on  his  two  volumes  Twenty  Years  of  Federal  Reserve  Policy,  1933. 

12  Speeches  and  Writings  of  Benjamin  Strong,  p.  184. 

13  Ibid.,  pp.  330-331. 
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ard  is  a  much  more  automatic  check  upon  excesses  in  credit  and  currency 
than  is  a  system  where  gold  payment,  if  vou  please,  is  suspended  and  it  is 
left  to  the  human  judgment  of  men  to  determine  how  much  currency  shall 
be  issued  which  they  do  not  need  to  redeem  in  gold — do  you  see  the  distinc- 
tion? And  when  vou  speak  of  a  gold  standard,  you  are  speaking  of  something 
where  the  limitation  upon  judgment  is  exact  and  precise  and  the  penalty  for 
bad  judgment  is  immediate. 

Where  you  are  speaking  of  efforts  simply  to  stabilize  commerce,  industry, 
agriculture,  employment,  and  so  on,  without  regard  to  the  penalties  of  viola- 
tion of  the  gold  standard,  you  are  talking  about  human  judgment  and  the 
management  of  prices  which  I  do  not  believe  in  at  all.  I  do  not  think  anybody 
should  be  given  the  power  to  say  what  the  price  of  anything  should  be. 

Mr.  Wingo.  Price  fixing  indirectlv  is  just  as  vicious  as  price  fixing  directly. 

Governor  Strong.  But  if  your  system  of  price  fixing  is  that  which  has  been 

tested,  so  far  as  human  society  goes,  by  operation  of  the  automatic  system  of 

|j  gold  pavment  and  redemption  of  the  notes   of  banks  of  issue,  I  think  you 

minimize  the  possibilities   of  bad  judgment  or  abuse  of  power  by  a  better 

Ij1  method  than  anv  that  has  yet  been  devised. 

In  1928  Governor  Strong  repeated  his  objections  to  a  bill  which  would 

,f!  impose  upon  the  Federal  Reserve  the  responsibility  of  stabilizing  prices. 

II  At  this  time  Strong  again  insisted  that  "a  declaration  as  to  the  gold 

standard  .  .  .  might  accomplish  all  of  the  purposes  as  to  prices  which 

are  capable  of  being  accomplished  by  monetary  policy.  .  .  .  "14 

In   1924  the  Federal  Reserve  had  given  its   official  version  of  why 
it  had  introduced  a  policy  of  monetary  ease.  It  is  clear  from  this  state- 
ment that  the  System  was  interested  in  the  prevention  of  inflation  as  well 
■-  as  in  helping  Europe,  but  it  was  also  aware  that  it  did  not  want  to  assume 

any  responsibilities  for  the  stabilization  of  prices.15 

1.  To  accelerate  the  process  of  debt  repayment  to  the  Federal  reserve 
banks  by  the  member  banks,  so  as  to  relieve  this  weakening  pressure  for  loan 
liquidation. 

2.  To  give  the  Federal  reserve  banks  an  asset  which  would  be  auto- 
matically liquidated  as  the  result  of  gold  imports  so  that  later,  if  inflation  de- 
veloped from  excessive  gold  imports,  it  might  at  least  be  checked  in  part  by 
selling  these  securities,  thus  forcing  member  banks  again  into  debt  to  the 
reserve  banks  and  making  the  reserve  bank  discount  rate  effective. 

3.  To  facilitate  a  change  in  the  interest  relation  between  the  New  York 
and  London  markets,  without  inviting  inflation,  by  establishing  a  somewhat 
lower  level  of  interest  rates  in  this  countrv  at  a  time  when  prices  were  falling 
generally  and  when  the  danger  of  a  disorganizing  price  advance  in  com- 
modities was  at  a  minimum  and  remote. 

14  House  Committee  on  Banking  and  Currency,  Hearings  on  Stabilization,  H.R. 
11806,  1928,  p.  13. 

15  Hearings  of  the  Subcommittee  of  the  Committee  on  Banking  and  Currency,  U.S. 
Senate,  on  S.  Res.  71,  Appendix,  pt.  6,  p.  805. 
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4.  By  directing  foreign  borrowings  to  this  market  to  create  the  credits 
which  would  be  necessary  to  facilitate  the  export  of  commodities,  especially 
farm  produce. 

5.  To  render  what  assistance  was  possible  by  our  market  policy  toward  the 
recovery  of  sterling  and  the  resumption  of  gold  payment  by  Great  Britain. 

6.  To  check  the  pressure  on  the  banking  situation  in  the  West  and  North- 
west and  the  resulting  failures  and  disasters. 

In  1932  Governor  Meyer  of  the  Board  continued  to  take  the  Strong 
position  against  assuming  responsibility  for  price  stabilization.16  The 
reluctance  to  assume  any  responsibilities  for  price  stabilization  is  no- 
where more  evident  than  in  the  many  statements  of  Adolph  Miller,  of 
the  Federal  Reserve  Board,  who  agreed  with  the  President  in  these 
matters.  In  hearings  (May,  1932)  in  the  midst  of  the  greatest  depression 
of  modern  times,  Dr.  Miller  had  this  to  say:17 

You  do  not  want  to  overload  your  firebox  with  coal.  Others  describe  it  as 
a  process  of  over-feeding.  You  don't  want  to  feed  until  your  patient  begins  to 
spit  up  your  food.  You  don't  want  in  other  words  what  is  sometimes  tech- 
nically described  as  "sloppy"  money  conditions.  That  in  itself  is  disturbing. 
Our  position  is  like  that  of  the  doctor  who  is  alimenting  a  patient  who,  he 
feels,  may  not  be  too  far  removed  from  the  point  of  convalescence.  He  will 
give  him  so  many  grains  of  this,  that  or  the  other  tonic  today  and  watch  its 
effect;  perhaps  tomorrow  he  will  hold  off  for  two  or  three  days.  I  think  it  is 
a  well  established  principle  in  therapeutics  that  in  all  forms  of  artificial  feed- 
ing, whether  it  is  accomplished  through  chemical  injection  into  the  veinous 
system  or  otherwise,  it  is  necessary  to  lay  off  from  time  to  time.  Even  wise 
practitioners  administering  cod-liver  oil  through  the  stomach  will  lay  off  at 
the  end  of  the  month. 

This  is  a  remarkable  statement  coming  in  the  midst  of  one  of  the 
greatest  deflations  of  modern  times.  How  could  anyone  have  feared  in- 
flation at  such  a  time?  But  progress  was  being  made.  In  1937  Mr.  Eccles, 
chairman  of  the  Federal  Reserve  Board,  also  showed  a  reluctance  to 
assume  the  responsibility  for  stabilizing  prices,  and  in  1938  he  was  clear 
that  price  stability  would  not  necessarily  bring  economic  stability.  He 
also  insisted  that  there  were  distinct  limitations  to  monetary  control.  But 
he  added  these  significant  words:  "In  the  Board's  view  the  essential  ob- 
jective of  monetary  policy  is  to  contribute  to  the  maintenance  of  a  flow 
of  money  and  income  through  the  channels  of  trade,  industry,  and 
agriculture  that  would  tend  to  utilise  to  the  full  the  country's  human  and 
material  resources.  .  .  .  "18 

16  Senate  Banking  and  Currency  Committee,  Hearings  on  Restoring  and  Maintain- 
ing the  Average  Purchasing  Power  of  the  Dollar,  1932,  pp.  202-203. 

"Ibid.,  p.  237. 

18  House  Banking  and  Currency  Committee,  Hearings  on  Government  Ownership 
of  the  Twelve  Federal  Reserve  Banks,  1938,  pp.  444-446. 


* 


160  Money,  Capital  Movements,  and  the  Balance  of  Payments 

With  a  change  in  attitudes  toward  the  responsibilities  of  government 
and  hence  of  monetary  policy  following  the  depression,  and  especially 
in  response  to  needling  by  Congress,  the  reserve  authorities  were  pre- 
pared to  move  further.  Thus  Dr.  Goldenweiser  wrote  in  1949:  "The 
broad  objective  [of  monetary  policy]  may  be  stated  to  be  to  contribute 
through  the  regulation  of  the  volume,  availability  and  cost  of  money  to 
the  maintenance  of  stable  economic  conditions  and  a  rising  level  of 
economic  well-being."19  In  a  statement  to  the  Joint  Committee  on  the 
Economic  Report  (November  23,  1954),  the  Federal  Reserve  would 
provide  a  supply  of  money  "which  is  neither  so  large  that  it  will  induce 
inflationary  pressure  nor  so  small  that  it  will  stifle  initiative  and  growth 
.  .  .  sufficient  to  facilitate  outlays  necessary  to  sustain  a  high  level  of 
production  and  employment."20 

Second,  as  the  problems  of  instability  became  increasingly  complex, 
the  Reserve  banks  sought  or  were  required  to  use  additional  instruments. 
In  the  early  1920s  open-market  operations  attracted  much  attention,  not 
only  as  a  basis  of  domestic  expansion  (through  enabling  member  banks 
to  repay  debt)  but  also  as  a  means  of  reducing  rates  to  help  Europe  ob- 
it tain  capital  and  gold  and  also,  even  at  this  late  date,  to  increase  the 
profits  of  the  central  bank.  In  the  late  twenties,  the  approach  was  direct 
action,  that  is,  attempts  to  control  the  types  of  assets  purchased  by  mem- 
ber banks  rather  than  high  rates  which  might  hurt  legitimate  business. 

In  the  1930s  the  Reserve  authorities  began  to  use  a  potent  weapon: 
changes  in  reserve  requirements.  The  effect  might  be  a  serious  reduction 

g  of  reserves  and  contraction  without  sales  of  public  securities  by  the  Re- 

serve banks.  Actually,  its  use  was  more  likely  to  be  to  force  member 
banks  to  borrow  from  the  Reserve  Banks,  to  cut  excessive  reserves  of 
banks,  or  to  provide  banks  with  large  additions  of  cash  in  periods  of 

I  recession.  The  effects  were  most  uneven. 

»  Unfortunately,  the  Reserve  authorities  still  lack  the  authority  to  deal 

with  various  intermediaries  (e.g.,  insurance  companies,  government 
credit  agencies,  building  and  loan  societies,  business  corporations), 
which  can  interfere  with  the  achievements  of  important  objectives. 
These  intermediaries,  with  plenty  of  liquid  resources,  are  able  to  lend  to 
business  even  when  the  member  banks  are  restrained  by  Federal  Reserve 
policies.  Thus  in  1953,  when  the  Federal  Reserve  was  trying  to  impose 
some  restraint,  all  banks  increased  their  earning  assets  by  $4  billion,  or  3 
per  cent,  but  insurance  companies  and  loan  associations,  by  $9  billion,  or 
almost  10  per  cent.21 

19  Goldenweiser,  op.  cit.,  p.  24. 

20  Joint  Congressional  Committee  on  Economic  Report,  Recent  Monetary  and 
Fiscal  Policies,  1954. 

21  Figures  from  Federal  Reserve  Bulletin, 
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Third,  the  Federal  Reserve  clearly  has  helped  to  stabilize  the  money 
market.  Even  by  the  early  twenties,  the  regional  differences  in  rates  on 
high-class  paper  had  been  reduced  by  two-thirds.  The  extreme  fluctua- 
tions, seasonally  and  in  panicky  times,  were  also  greatly  cut.  Here, 
through  transferring  cash  from  surplus  to  deficient  regions  and  providing 
reserves  in  periods  of  stress,  the  Reserve  authorities  contributed  greatly 
to  stability.  (Yet  Strong  would  have  the  Federal  Reserve  exercise  dis- 
cretion lest,  where  rates  were  10  to  12  per  cent,  the  resources  of  the  Re- 
serve banks  available  at  much  lower  rates  would  be  used  excessively.22 ) 

Fourth,  we  should  stress  again  the  fact  that  monetary  policy,  even 
though  strengthened  by  all  kinds  of  gadgets,  is  still  subject  to  many  in- 
firmities. Freedom  is  restricted  to  some  extent  by  international  require- 
ments, though,  as  has  been  contended,  this  has  not  generally  been  a 
serious  deterrent  for  this  country.23  The  availability  of  large  liquid  re- 
sources by  nonbanking  lenders  is  a  problem  of  increasing  importance. 
Again,  in  periods  of  unemployment,  the  expansion  of  monetary  supplies, 
even  if  the  Federal  Reserve  succeeds  in  increasing  the  supply,  may  in- 
fluence interest  rates  a  minimum  and  total  investment  inadequately.  But 
here  fiscal  policy  may  contribute  much,  and  the  effective  use  of  monetary 
policy  awaits  integrated  monetary  and  fiscal  policy.  Finally,  there  are 
many  institutional  blocks,  e.g.,  the  opposition  of  those  who  habitually 
object  to  any  exercise  of  monetary  restraint  (and  resultant  political 
pressures)  and  the  fear  of  large  monetary  expansions  even  when  prices 
are  falling.  Disagreements  among  the  Treasury,  the  Reserve  authorities, 
the  Reserve  Board,  and  the  New  York  Reserve  Bank  are  another  im- 
portant institutional  block. 

Postwar  wage  policies,  associated  with  high  employment  and  the 
increased  strength  of  the  trade  unions,  constitute  another  development 
of  an  institutional  type  which  raises  tough  problems  for  the  monetary 
authority.  Indeed,  it  is  conceivable,  but  not  likely,  that  the  monetary 
authority  may  thwart  the  trade  unions  by  restrictionist  policies.  When 
the  unions  push  money  wages  up,  the  result  may  well  be,  as  Sir  Dennis 
Robertson  argues,  an  abandonment  of  a  reasonable  standard  of  value. 
A  minimum  amount  of  unemployment  is  another  way  out,  for  as  Profes- 
sor Haberler  points  out,  this  is  a  protection  against  inflationary  wage 
demands.  Keynes  and  Lerner  have  also  offered  fruitful  suggestions  for 
dealing  with  this  problem.  The  international  repercussions  of  high 
wage  policies  are  also  important,  for  example,  as  a  contribution  to  the 
solution  of  the  dollar  problem.24 

22  F.  R.  Macaulay,  Bond  Yields,  Interest  Rates  and  Stock  Prices,  1938,  p.  216; 
Burgess,  op.  cit.,  chap.  12. 

23  Cf.  Speeches  and  Writings  of  Benjamin  Strong,  pp.  146-147,  256-259. 

24  D.  H.  Robertson,  Utility  and  All  of  That,  1952;  G.  Haberler  in  The  Impact  of 
the  Union  (D.  McC.  Wright,  ed.),  1951;  J.  M.  Keynes,  Treatise  on  Money,  1930; 
and  A.  Lerner,  The  Theory  of  Employment. 
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A  Digression  on  the  1934  Devaluation 

The  devaluation  of  1934  sprang  much  more  from  a  desire  to  give  the  farm- 
ers a  shot  in  the  arm  rather  than  any  strong  interest  in  re-establishing  the 
competitive  position  of  the  United  States  following  an  epidemic  of  deprecia- 
tions abroad.  [A  depreciation,  as  we  have  seen  in  Chapter  11,  tends  to  im- 
prove the  competitive  position  of  the  country  depreciating  its  currency.]  Ap- 
parently  President   Roosevelt  had  been  impressed  by  a  theory  of  Professor 

jLjt  Warren's  that  commodity  prices  move  with  the  price  of  gold.  Hence,  since 

in  1933  it  was  considered  imperative  to  raise  the  price  of  farm  products,  the 

ty  President  supported  a  policy  for  increasing  the  price  of  gold  in  dollars.  At 

first  it  was  assumed  purchases  of  domestic  gold  would  be  adequate  to  raise 
prices  of  domestic  commodities,  a  theory  ridiculous  on  the  face  of  it:  how 
could  purchases  of,  say,  a  few  hundred  millions  of  gold  raise  prices  substan- 
tially in  a  $40  billion  economy  which  was  suffering  from  large  downward 
pressures  on  prices?  Later,  purchases  from  abroad  were  allowed. 

Professor  Warren  did  not  explain  the  manner  in  which  a  rise  in  the  price 
of  gold  would  increase  prices.   Of  course,  the  answer  is  that  the  additional 
sales  of  dollars  in  purchasing  gold  from  abroad  would  depress  the  prices  of 
the  dollar  on  foreign  exchange  markets,  as  the  sellers  of  gold  in  New  York 
f  disposed  of  dollars.  That  process  would  go  on  until  the  price  of  gold  would 

*H  be  no  higher  in  the  United  States  than  elsewhere.  Hence,  should  the  price  of 

gold  rise  from  $20.67  to  $35  (67  per  cent),  then  this  equality  would  be 
obtained  once  each  dollar  was  reduced  in  value  by  40  per  cent  (100  = 
60  per  cent  of  167)  in  relation  to  (say)  £  sterling,  where  the  price  of  gold 
had  not  changed.  Then  there  would  be  no  advantage  in  selling  gold  in  New 
York  over  London.  In  New  York  the  price  had  gone  up  by  67  per  cent.  But 
when  the  dollars  were  converted  into  sterling,  they  yielded  40  per  cent  less 

'  f  in  £  sterling.  Of  course,  extra  sales  of  dollars  associated  with  extra  purchases 

!   |  of  gold  or  speculative  sales  of  dollars  based  on  anticipation  of  the  depreciation 

of  the  dollar  must  be  large  enough  relative  to  all  sales  on  the  exchange  mar- 

J  ket  to   depress  the   dollar  by  40  per  cent.   But  even  then  prices  of  United 

1}  States   commodities  would  rise  only  insofar  as  export  and  import  prices  re- 

l|  spond  to  the  depreciation  of  the  dollars   (e.g.,  imports  cost  more  in  dollars). 

Since  international  trade  is  a  small  part  of  all  trade,  the  increase  in  prices 

would  be  much  less  than  the  67  per  cent  expected  by  Warren.  In  fact,  it  was 

not  until  1947  that  prices  rose  by  67  per  cent;  and  it  took  about  $250  billion 

of  deficit  financing  to  bring  about  a  rise  of  these  proportions.25 

25  The  author  has  discussed  this  episode  fully  in  D.  V.  Brown  et  al.,  The  Eco- 
nomics of  the  Recovery  Program,  1934,  and  S.  E.  Harris,  Exchange  Depreciation, 
1936,  chap.  9.  Cf.  Warren  and  Pearson,  Prices,  1933. 
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As  noted  in  Chapter  8,  in  classical  economics  the  emphasis  has  been 
on  international,  not  on  regional,  trade.  Indeed,  Ohlin  tried  to  increase 
the  attention  paid  to  regional  trade.  A  curious  fact  is  that  a  great 
British  economist,  lecturing  in  1829,  pointed  out  that  regional  trade  in 
China  and  also  in  Great  Britain  was  more  important  than  international 
trade.  His  contention  was,  however,  that  this  was  so  in  Great  Britain 
only  because  of  obstacles  put  in  the  way  of  foreign  trade.1 

In  China,  a  country  comprising  probably  one-fifth  of  mankind,  and  sep- 
arated from  the  rest  of  the  civilized  world  by  vast  deserts,  or  ten  thousand 
miles  of  sea,  the  internal  trade  is  necessarily  the  principal  one.  It  must  also 
be  the  principal  trade  in  those  countries,  which,  though  of  moderate  extent, 
and  favourably  situated  for  foreign  commerce,  perversely  refuse  her  advan- 
tages; or,  like  Spain,  submit  to  them  only  when  inflicted  by  the  smuggler. 
The  home  trade  is  also,  at  this  instant,  the  principal  trade  of  Great  Britain; 
but  whether  necessarily,  or  naturally  so,  may  be  doubted. 

As  the  British  islands  make  but  a  small  portion  of  the  globe,  and  that  por- 
tion is  remarkably  uniform  in  soil,  climate,  and  produce,  it  might  have  been 
supposed  that  the  market  of  the  whole  world  would  have  been  more  extensive 
and  more  varied,  than  that  of  England,  Ireland,  and  Scotland.  The  communi- 
cation between  the  eastern  and  southern  coasts  of  Great  Britain,  and  the  west- 
ern coast  of  Europe,  and  that  between  the  western  coasts  of  England,  Ire- 
land, and  Scotland,  and  the  eastern  coast  of  North  America,  is  more  easy  than 
that  between  most  of  our  counties  which  are  not  absolutely  contiguous.  The 
freight  of  a  cask  of  wine  from  Oporto  to  London  is  rather  less  than  the  cost 
of  its  carriage  from  London  to  Oxford.  It  might  have  been  supposed  that  the 
whole  of  our  trade  with  those  regions,  so  vast,  so  accessible,  and  so  varied, 
producing  so  much  that  we  want,  and  wanting  so  much  that  we  produce, 
would  be  at  least  equal  to  the  whole  trade  of  our  different  provinces  with 
one  another.  That  it  is  not  so,  is  to  be  attributed  to  war  and  mischievous  leg- 
islation; or,  in  other  words,  to  crime  and  to  folly. 

On  the  whole,  the  classicists  contrasted  regional  with  international 
trade,  emphasizing  the  high  mobility  of  factors  in  regional  trade  with  the 

1  N.  Senior,  The  Cost  of  Obtaining  Money,  1830,  pp.  30-32. 
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immobility  in  international  trade.  It  is  surprising  that  more  attention 
has  not  been  given  to  regional  trade.  In  the  late  eighteenth  and  nine- 
teenth centuries,  when  the  modern  theory  of  international  trade  was 
developing,  the  state  of  communication  and  transportation  was  such  that 

rthe  assumed  mobility  of  factors  within  a  country  was  much  greater 
than  the  actual  mobility.  Mill  pointed  out  that  "if  the  north  bank  of  the 
Thames  possessed  an  advantage  over  the  south  bank  of  the  Thames  in 
the  production  of  shoes,  no  shoes  would  be  produced  on  the  south 
side;  the  shoemakers  would  remove  themselves  and  their  capitals  to  the 
north  bank.  ..."  It  should  be  said  to  Mill's  credit,  however,  that  he 
concluded:  "...  between  distant  places,  and  especially  between  dif- 
ferent countries  [my  italics],  profits  may  continue  different;  because 
persons  do  not  usually  remove  themselves  or  their  capitals  to  a  distant 
place  without  a  very  strong  motive."2  (He  apparently  was  aware  of  im- 
mobilities  within  a  country. ) 

James  Mill,  the  father  of  J.  S.  Mill,  was  aware  that  there  might  be 
substantial  differences  in  prices  within  Great  Britain:  "...  yet  there 
are  places  in  Great  Britain  where  a  family  can  live  at  one  half  of  the 
expense  at  which  it  can  live  in  some  other  places,  the  difference  being 
constituted  entirely  by  the  expense  of  carriage.  .  .  .  "3 

A  rise  in  circulation  in  London,  not  matched  by  a  corresponding  rise 
in  the  country,  Ricardo  insisted,  would  result  in  higher  prices  in  London, 
purchases  of  commodities  in  the  country,  and  eventually  a  return  to  the 
former  price  relationship.4 

But  despite  an  occasional  comment,  regional  economics  was  rather 
t  i       neglected  by  the  classicists, 
f  J  No  neoclassicist  other  than  Ohlin  attempted  to  deal  with  the  problems 

of  interregional  trade  in  the  ample  manner  in  which  international  trade 


h 


1 


is  discussed.  Courses  in  international  trade  are  to  be  found  everywhere, 
in  regional  trade  almost  nowhere.  The  explanation  of  this  neglect  may 
F  be  in  part  that  in  Great  Britain,  the  source  of  modern  theories  of  inter- 
im national    trade,    foreign    trade   is    of    great    importance.    But   in  many 
«  countries  (e.g.,  United  States,  U.S.S.R.,  China),  it  is  interregional  trade 

that  is  of  special  importance.  In  this  country  regional  trade  is  many 
times  as  important  as  international  trade.  Indeed,  in  the  last  generation 
with  increased  obstacles  to  international  movements  of  factors  and 
greater  ease  of  movement  within  countries,  the  facts  of  life  conform 
more  to  classical  assumptions  than  they  did  during  most  of  the  period 
during  which  classical  theory  was  being  formulated  and  extended.  Yet 
even   in    1955,    capital  moved   much   more   easily   from   New   York   to 

2  J.  S.  Mill,  Principles  of  Political  Economy  (Ashley,  ed. ),  1920,  p.  575. 

3  Ricardo,  vol.  VI,  p.  57. 
'Ibid.,  pp.  11-13. 
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Montreal  than  from  New  York  to  Jackson,  Mississippi,  and  income  levels 
in  Ottawa  are  more  nearly  equal  those  of  New  York  than  are  incomes  in 
Mississippi.  | , 

Location  of  Employments 

In  interregional  as  in  international  relations  it  is  important  to  con- 
sider what  determines  the  location  of  industry.  According  to  a  British  I 
study  the  five  primary  considerations  are  (1)  raw  materials,  (2)  suitable 
labor,  (3)  site  and  services,  (4)  access  to  market,  and  (5)  finance.5  In 
some  respects  the  problem  is  simple;  thus  employment  in  agriculture  and 
mining  is  determined  by  the  location  of  the  relevant  resources.  Again, 
selling  and  many  other  services  have  to  be  near  the  purchaser.  It  is 
especially  in  manufacturing  that  a  careful  appraisal  is  required.  In  his 
excellent  book,  Dr.  E.  M.  Hoover  has  written  as  follows:6 

The  profit-seeking  individual  enterprise  responds  to  transfer  costs  by  seek- 
ing to  reduce  them.  Procurement  costs  can  be  lessened  by  moving  to  a  point 
with  better  access  to  materials,  or  distribution  costs  can  be  lessened  by  mov- 
ing to  a  point  with  better  access  to  markets.  These  two  considerations  are 
quite  likely  to  lead  in  different  directions,  so  that  the  producer  must  strike  a 
balance  of  relative  advantages  in  order  to  decide  where  best  to  locate  along 
the  route  connecting  his  materials  source  with  his  market. 

Where  processes  result  in  a  considerable  loss  of  weight  through 
combustion  or  waste  of  part  of  the  materials,  as  in  the  smelting  of  ores, 
the  tendency  is  to  locate  near  the  source  of  the  raw  material.  Where 
these  raw  materials  are  widely  scattered  and  difficult  to  move,  the  in- 
dustrial localization  is  widely  scattered  (bricks,  cement  products). 
Where  procurement  costs  are  greater  per  ton-mile  than  distribution 
costs,  as  in  cotton  ginning,  the  tendency  is  to  locate  near  the  raw  ma- 
terials. Again,  when  the  product  may  spoil  or  the  market  varies  accord- 
ing to  location,  production  will  be  near  markets,  e.g.,  bread  or  news- 
papers. 

It  should  be  noted,  however,  that  there  are  some  additional  relevant 
considerations.  For  example,  peculiar  institutional  factors  might  influence 
the  location  of  early  processing.  Thus  under  the  pressure  of  dollar 
shortage  the  British  after  World  War  II  encouraged  the  refining  of  oil 
in  the  British  Isles  far  away  from  the  source  of  materials.  Again  through 
manipulation  of  exchange  rates  the  Uruguayan  government  made  it 
possible  to  process  wool  in  the  early  stages  at  home  and  thus  cut  into 
the  business  of  the  American  woolen  industry.  Sellers  of  the  processed 
wool  received  an  export  bonus  in  exchanging  dollars  for  local  currency. 

5  Political  and  Economic  Planning,  Report  on  the  Location  of  Industry  in  Great 
Britain,  1939,  p.  7. 

6  E.  M.  Hoover,  The  Location  of  Economic  Activity,  1948,  p.  29. 
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Perhaps  more  important  in  modern  manufacturing,  the  tendency  in- 
creasingly is  to  process  more  and  more.  For  example,  from  1939  to  1947 
the  increase  of  employment  in  apparels  was  five  times  as  great  as  in 
textiles.  What  is  more,  in  this  country  the  manufacturing  industry  de- 
pends for  four-fifths  of  its  materials  _on_o.ther  industries  which  have 
participated  in  the  operation  of  processing.  This  fact  perhaps  explains 
fj|,  in  no  small  part  the  heavy  concentration  of  manufacturing  in  the  North- 

§east  United  States,  far  away  from  sources  of  raw  materials.  "In  the  Manu- 
facturing Belt  of  the  Northeastern  United  States,  which  occupies  only 
iy  a  twelfth  of  the  country,  is  concentrated  half  the  entire  national  market, 

seventy  per  cent  of  the  industrial  labor  force,  and  the  sources  of  supplies 
fc  of  most  materials  and  parts  directly  used  in  manufacturing."7  The  rise 

of  manufacturing  is  related  to  the  accessibility  to  markets,  and  industrial 
growth,  in  turn,  increases  the  importance  of  nearby  markets.  When  very 
large  units  are  required  to  produce  efficiently,  concentration  may  also  be 
required. 

*f  Dean  Harris  observes  that  the  tying  of  industry  to  that  of  raw  ma- 

terials is  on  the  wane  and  that  a  large  part  of  manufacturing  industry 

I  is  not  tied  to  local  raw  materials,  local  markets,  or  local  differences  in 

t  labor  costs.  Typical  of  these  industries  is  the  automobile  industry,  which 

is  concentrated  in  areas  having  maximum  accessibility  to  national  or 
regional  markets.  Harris  also  observes  that  half  the  retail  sales  occur 
in  a  small  belt  in  the  Northeast  extending  from  Boston  to  St.  Louis. 
Again,  the  Eastern  seaboard  states  from  Massachusetts  to  Pennsylvania 
have  a  density  of  markets  five  to  ten  times  the  national  average,  whereas 

g.  the  Mountain  states  and  the  Dakotas  have  a  density  from  a  twentieth 

to  a  fourth  of  the  national  average.  The  New  York  metropolitan  area  has 
a  market  larger  than  all  the  Southern  states  on  the  Atlantic  south  of  the 
Potomac,  and  in  large  part  because  of  proximity  to  markets,  30  per  cent 
of  manufacturing  employment  in  the  country  is  to  be  found  within  200 

I  miles  of  New  York  City.  The  Middle  Western  part  of  the  manufacturing 

belt  has  special  advantages  of  access  to  the  national  markets  and  fair 
access  to  the  South  and  West.  Within  the  major  manufacturing  belt  the 

ti  New  England  industries,  with  transportation  costs  10  to  20  per  cent 

above  those  of  the  Central  part,  suffer  a  disadvantage  in  relation  to  those 
industries  where  transportation  costs  to  market  are  an  important  factor. 
It  is  interesting  that  textiles  in  the  South  do  not  seem  to  have  a  trans- 
portation advantage  over  the  New  England  industry.8 

Harris's  emphasis  is  clearly  on  the  proximity  to  markets,  and  this  is 
a  very  important  factor.  With  the  tremendous  gains  in  transportation 

7  See  the  able  analysis  in  Chauncey  D.  Harris,  "The  Market  as  a  Factor  in  the 
Localization  of  Industry  in  the  United  States,"  Annals  of  the  Association  of  American 
Geographers,  1954,  especially  p.  354. 

8  C.  D.  Harris,  op.  cit.,  pp.  316-347. 


Regional  Economics  169 

over  the  last  seventy-five  or  one  hundred  years,  it  should,  of  course,  be 
of  less  importance  than  in  the  past.  We  note  parenthetically  that  trans- 
portation developments  have  had  the  important  effects  in  recent  years 
of  moving  market  and  industry  outside  the  large  cities.  Thus,  as  the 
automobile  makes  it  possible  for  people  to  live  in  the  country  or  the 
suburbs  and  yet  be  accessible  to  the  city,  there  follow  important  savings 
in  land  values  and  in  the  cost  of  services,  also  in  the  availability  of  labor  u  J 

and  improved  living  conditions.  ffljjin 

Here  we  raise  a  number  of  locational  factors  that  are  rather  neglected^ 
by  Dean  Harris,  namely,  the  institutional  factors.  Included,  for  example, 
are  such  factors  as  taxation,  community  attitudes,  the  relation  of  capital 
and  labor,  government  subsidies,  financing,  and  the  like.  These  con- 
siderations play  a  significant  part  in  the  movement  of  industry  and 
the  relative  regional  growth  of  industry.  In  France,  for  example,  it  has 
been  held  that  there  are  strong  institutional  factors  which  tend  to  en- 
courage the  concentration  of  industry  in  the  Paris  area.9 

Regional  Income 

In  recent  years  there  has  been  much  discussion  of  the  problem  of 
what  determines  the  income  of  a  region.  Much  depends,  of  course,  on 
how  a  region  is  defined.  Obviously,  the  smaller  a  region,  the  greater  the 
importance  of  its  export  base.  The  growth  of  a  mill  town  like  Lewiston, 
Maine,  will  depend  very  largely  on  its  export  base,  but  a  region  as 
large  as  the  South  will  develop  in  substantial  part  because  of  the  develop- 
ment of  local  or,  as  some  regionalists  call  it,  "residentiary"  activities. 
Here  the  supply  of  factors  and  the  effectiveness  of  their  use,  inclusive 
of  transport  costs,  would  be  relevant,  and  the  export  base  of  the  South 
would  be  influenced  by  the  magnitude  of  its  income  (and  imports), 
in  turn  related  to  the  development  of  residentiary  activities.  Whether 
Lewiston,  Maine,  or  the  North  American  continent  is  considered  a  region 
— and  there  is  little  agreement  among  regionists  as  to  what  a  region  is, 
though  in  this  book  I  assume  that  a  region  is  part  of  the  United  States 
as  given  by  the  Census  Bureau — will  be  relevant  in  the  assessment  of 
the  importance  of  the  export  base. 

In  discussions  by  planners  there  seems  to  have  been  excessive  em- 
phasis on  exports  as  a  determinant  of  income.  This  can  be  understood 
in  part  because  these  planners  frequently  concentrate  on  the  develop- 
ment of  a  city  where  the  export  base  is  of  primary  importance;  yet  it 
will  be  recalled  that  some  of  the  classicists  stressed  the  export  base  as 

9  On  these  issues  see  Hoover,  op.  cit.,  especially  chap.  15;  United  States  National 
Resources  Planning  Board,  Industrial  Location  and  National  Resources,  1943;  Eco- 
nomic Commission  for  Europe,  Economic  Survey  of  Europe  in  1954,  pp.  179-180; 
S.  E.  Harris,  The  Economics  of  New  England,  1952,  especially  chap.  19;  and  later 
in  this  chapter. 
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f  determining  monetary  supplies,  prices,   and  economic  well-being.  The 

prosperous  country  was  held  not  to  be  greatly  dependent  on  foreign 
supplies  and  produced  goods  greatly  in  demand  abroad  and  hence 
attracted  a  large  part  of  the  world's  supply  of  precious  metals. 
\v  In  modern  income  analysis,  exports,  government  deficits,  and  invest- 
*  ment  are  the  determinants  of  income.  But  even  here  assumptions  are 
made  concerning  factor  supply  and  the  like.  A  country  with  a  large  ex- 
port base  may  develop  into  a  great  economic  area  but  not  necessarily. 
It  is  interesting  on  this  score  to  compare  Great  Britain  and  the  United 
States;  the  latter  has  a  much  smaller  export  base.  The  growth  of  domestic 
investment  and  of  governmental  activity  ("residentiary"  factors)  has 
played  a  much  larger  part  in  the  growth  of  the  United  States  than  the 
export  base.  Obviously,  however,  the  export  base  must  be  large  enough 
to  pay  for  the  imports  which  are  indispensable  for  the  growth  of  the 
economy.  Otherwise  growth  will  be  stunted — consider  the  British  prob- 
lem of  the  mid-1950s.  But  growth  will  be  stunted  even  with  a  large 
export  base  when  there  is  a  dearth  of  labor  and  of  natural  resources 
and  low  productivity,  and  these  deficiencies  will  react  on  the  export 
,*l  base.  And  unwise  monetary  and  fiscal  policy,  through  effects  on  invest- 

ill  I  ment,  may  neutralize  the  contribution  of  large  exports.10 

Regional  Interrelations 

In  recent  years  much  more  attention  has  been  given  to  regional 
problems.  In  the  application  of  the  input-output  analysis  to  interregional 
economics,  Professors  Leontief  and  Isard  have  been  especially  helpful 
in  extending  regional  economics.11  In  this  analysis  they  distinguish  in- 
dustries which  are  national  in  their  scope,  that  is,  those  in  which  pro- 
duction and  consumption  are  balanced  on  a  national  scale;  industries 
which  are  regional,  that  is,  consumption  and  production  are  balanced  on 
a  regional  (and  national)  scale;  and  even  subregional  industries.  For 
I •  example,  automobiles,  with  production  substantially  concentrated  in  one 

state  and  consumption  widely  distributed,  are  an  excellent  example  of  a 
national  industry.  Again,  construction  and  eating  and  drinking  places  are 
considered  regional  or,  better,  subregional  industries,  with  the  balancing 
I  on  a  subregional  basis.  For  an  analysis  of  this  problem  Isard  presents 

(l  the   sums   for  each  industry  without  regard  of  sign  of  surpluses   and 

deficits  expressed  as  a  percentage  of  national  consumption  by  industries 
in  each  state.  He  finds  that  agricultural  machinery,  motor  vehicles,  and 

10  See  especially  Hildebrand  and  Mace,  "The  Employment  Multiplier  in  an  Ex- 
panding Industrial  Market,"  Review  of  Economics  and  Statistics,  August,  1950,  and 
the  reply  of  C.  M.  Tiebout  and  D.  C.  North,  "Exports  and  Regional  Economic 
Growth,"  The  Journal  of  Political  Economy,  April,  1956. 

11  W.  Leontief  et  al.,  Studies  in  the  Structure  of  the  American  Economy,  1953, 
chaps.  4  and  5. 
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aircraft  are  the  most  heavily  concentrated  industries  in  the  above  sense, 
with  total  deviations  of  consumption  (i.e.,  percentage  less  or  more  than 
production  in  each  state)  of  136,  122,  and  122  per  cent,  respectively, 
and  construction,  households,  and  trade  the  most  widely  diffused  and, 
hence,  subregional  industries  with  respective  percentages  of  4,  7,  and  9.12 
Disaggregation  leads  to  regional  breakdowns,  and  a  theoretical  for- 
mulation describes13 

.  .  .  the  location  of  all  the  various  branches  of  economic  activity  in  its  relation 
to  their  internal  structure,  on  the  one  hand,  and  the  balance  requirements  of 
the  system  as  a  whole,  on  the  other.  The  regional  balances  of  trade  are  ac- 
cordingly explained  in  terms  of  the  interregional  distribution  of  industries  and 
households.  Applied  to  the  actual  regional  distribution  of  all  industries  in  the 
year  1939,  this  approach  yields  a  detailed  and  consistent  estimate  of  the  re- 
gional balances  of  trade  for  the  48  separate  states — an  estimate  which  might 
be  of  some  interest  to  the  student  of  industrial  location  quite  independent  of 
its  use  in  this  particular  investigation. 

In  short,  we  obtain,  first,  the  geographic  distribution  of  output  of  all 
nationally  traded  goods.  From  this  we  then  derive  the  demand  for  the 
regionally  balanced  type  of  goods  and  from  the  latter  the  regional! 
distribution  of  their  total  inputs.  With  the  regional  distribution  of  out-j 
puts  obtained,  then  consumption  figures  are  to  be  had  from  the  input-); 
output  statistics  for  individual  industries.  A  comparison  of  the  output 
and  consumption  figures  will  yield  the  balance  of  exports  and  imports) 
— for  regionally  balanced  goods,  there  will  be  no  balance.  Obviously,  I 
allowance  will  have  to  be  made  also  for  input  of  government  and 
diversion  of  output  to  foreign  trade,  government,  and  capital.14 

Isard  also  estimates  the  effects  of  a  10  per  cent  rise  in  final  demand 
for  the  output  of  each  national  industry  upon  the  output  of  households 
and  each  industry  of  major  regions  and  subregions.  Under  simplified 
assumptions  and  with  substantial  reservations  concerning  the  estimates 
obtained,  he  also  finds  that  a  10  per  cent  increase  in  final  demand  of 
agriculture  and  fishing  would  yield  a  rise  in  the  national  product  of 
$74  million;  the  corresponding  figure  for  automobiles  is  $100  million 
and  for  textile  mill  products,  $15  million. 

In  these  studies  attention  is  paid  then  to  the  input  and  output  of  a 
region.  Thus  what  is  the  relation  of  the  various  industries  of  a  region 
or  state  and  of  all  the  regional  employments  to  their  external  relations? 
What  does  the  state  of  Utah  buy  from  outside  the  state  to  produce  its 
gross  output?  Or  New  England?  What  is  the  effect  of  reduction  of 
demand  for  copper  upon  the  income  and  employment  of  Utah?  How 

12  Ibid.,  p.  144. 

13  Ibid.,  p.  15. 
"Ibid.,  p.  94. 
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much  do  the  mineral  and  metal  industries  contribute  toward  total  in- 
come and  how  much  toward  the  total  exports  of  Utah  and  similarly 
for  textiles  for  New  England?  Again,  how  much  does  the  Federal  govern- 
ment pour  into  a  state  or  region.  And  how  much  of  the  net  flow  is  used 
to  purchase  within  the  region  studied  and  how  much  outside?  The  net 
effect  of  a  reduction  of  demand  is  likely  to  be  a  multiple  of  the  original 
decline,  but  the  multiplier  is  likely  to  be  much  less  than  for  a  country 
because  dependence  of  the  region  and  a  fortiori  for  the  state  upon  out- 
side goods  and  services  is  much  greater  relatively  than  for  the  nation.15 

In  recent  years  one  of  the  most  interesting  experiments  has  been  TVA. 
The  rise  of  income  in  the  generation  since  1933  in  the  TVA  area  has 
been  surprisingly  large,  and  many  have  held  that  the  greater  gains  of 
income  in  that  region  are  to  be  explained  by  the  TVA  policy.  But  as 
one  writer  has  argued,  the  effects  of  this  policy  are  not  easily  isolated 
from  other  policies  and  even  events.  Thus  the  whole  South  gained  in 
these  years  from  the  industrialization,  and  much  of  the  South  gained 
little  or  nothing  from  the  TVA.  The  higher  prices  for  agricultural 
products;  the  fortunate  combination  of  good  water,  water  transportation, 
jH|  and  power  which  stimulated  the  growth  of  the  chemical  industry  only 

in  part  to  be  associated  with  the  TVA;  the  technological  revolution  in 
agriculture  which  made  much  cheap  labor  available  for  industry — these 
and  many  other  factors  are  relevant  in  explaining  the  high  incomes  in 
the  South  generally  and  in  the  TVA  area  in  particular.16 

For  many  years  the  State  Department  has  tried  to  study  the  stake  of 
%)  regions   in  foreign   trade,   the  motive  being  to  show  how  much  each 

II  region  gains  from  international  trade.  These  studies  never  seemed  very 

it  helpful.  However,  recently  a  more  successful  attempt  has  been  made  to 

study  this  problem.17  In  this  study  the  writer  allocates  export  and  im- 
port-competing trade  by  regions.  The  assumption  is  made  that  each 
region  shares  in  the  export  trade  as  it  shares  in  the  value  added  for  each 
industry  in  each  region.  Of  course,  this  means  that  in  so  far  as  export- 
supporting  industries  account  for  the  exports,  then  the  final  export 
|  j  industry  receives  excessive  allowance  for  its  contribution  to  the  export  in- 

dustry. For  example,  the  Connecticut  spark  plug  is  part  of  the  auto- 
mobile  exported   and   credited   to    Michigan   in   toto.    Hence   if   these 

15  See  especially  Leontief  and  Isard  in  Leontief,  op.  cit.,  chaps.  4  and  5,  and  F.  T. 
Moore  and  J.  W.  Peterson,  "Regional  Analysis:  An  Interindustry  Model  of  Utah," 
Review  of  Economics  and  Statistics,  August,  1955,  and  references  given  there. 

16  Cf.  the  discussion  on  regional  economics  by  J.  V.  Krutilla  and  F.  T.  Moore  in 
the  Proceedings  of  the  American  Economic  Association,  1955,  pp.  120-155. 

17  P.  J.  Bourque,  "The  Domestic  Importance  of  Foreign  Trade  of  the  United 
States,  by  Producing  Regions,  Manufacturing  Sector,  1947,"  Review  of  Economics 
and  Statistics,  1954,  pp.  401-408. 
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exports  are  allocated  entirely  to  the  Central  states,  the  New  England 
contribution  is  underestimated.  But  there  may  be  offsetting  factors.  Thus 
the  export  of  textiles  from  New  England  may  include  the  contribution  of 
a  machine  manufactured  in  the  Central  states.  Another  factor  not 
allowed  for  is  cost  of  transportation.  Thus  the  inclusion  of  transport  costs 
would  result  in  larger  exports  for  regions  near  the  ports  of  shipment. 
With  these  reservations,  what  are  the  results?  The  Northeast  exports 
less  relative  to  value  added  than  the  South  and  West,  and  the  latter 
seem  to  have  much  more  to  worry  about  when  comparison  is  made 
of  the  competing  imports  and  exports  of  the  two  sections.  Import- 
competing  goods  are  a  much  larger  share  of  the  nation's  for  the  South 
and  West  than  are  their  exports.  The  writer  explains  the  disproportionate 
share  of  import-competing  products  on  the  ground  that  the  products  of 
the  South  and  West  are  labor-intensive  and  hence  highly  competitive 
with  foreign  products,  which  are  also  labor-intensive. 

Table  14-1.  Shares  of  Competing  Imports,  Exports,  and  Value  Added, 

Manufacturing  Industries,  by  Area,f  1947 

(In  percentages) 


Area 

Estimated 

competing 

imports 

Estimated 
exports 

Value 
added 

Northeast .  . 

40.5 

59.5 

100.0 

69.0 

31.0 

100.0 

74  5 

South  and  West 

U.S.  total 

25.5 
100.0 

f  Northeast  includes  New  England,  Middle  Atlantic,  East  North  Central,  and  West 
North  Central  states;  South  includes  South  Atlantic,  East  South  Central,  and  West 
South  Central  states;  West  includes  Mountain  and  Pacific  regions. 

Finally,  the  increased  concern  with  regional  economics  is  suggested 
by  a  pioneering  study  by  the  Economic  Commission  for  Europe.18  In  this 
study  the  authors  note  that  there  are  vast  differences  of  income  within 
the  various  European  countries,  though  the  variations  are  greater  within 
the  poor  than  within  the  rich  countries.  For  example,  in  the  United 
Kingdom  and  Switzerland  only  a  few  per  cent  of  the  population  is  in 
regions  with  incomes  less  than  two-thirds  the  average  for  the  nation;  in 
Italy,  Turkey,  and  Spain,  one-third.  Underemployment  and  low  produc- 
tivity are  the  major  explanation  of  low  per  capita  incomes.  In  the  periph- 
ery of  Europe,  incomes  are  low  because  of  poor  climate  and  disadvan- 
tages of  transportation,  both  facets  of  low  productivity.  Development 
programs  are  not  so  helpful  as  they  might  be  because,  in  the  desire  for 
quick  returns,  the  tendency  is  to  concentrate  on  the  relatively  well-to-do 

18  Economic  Survey  of  Europe  in  1954,  pp.  136-171. 
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regions.  This  is  aside  from  political  obstacles  which  result  from  over- 
capacity in  the  developed  regions  or  merely  the  exercise  of  much  politi- 
cal influence  by  the  wealthy  regions.  As  some  regions  gain,  others  (no- 
tably in  France)  suffer  from  depopulation,  and  hence  the  greater  need 
for  government  intervention.  Thus  in  the  Massif  Central  the  population 
in  1950  was  65  (1851  =  100)  but  in  the  northeast  and  Paris  region,  173.19 

When  economic  development  is  not  possible  because  of  lack  of  capital 
or  of  government  revenues  or  opposition  from  developed  areas,  another 
approach  is  special  subsidies  (e.g.,  in  the  form  of  agricultural  support 
and  financial  transfers  to  the  poor  regions).  This  approach  would  not 
be  so  helpful  as  the  provision  of  productive  employment  for  the  many 
unproductively  employed  in  agriculture  and  service  (tertiary)  industries. 
Tertiary  workers  may  be  numerous  in  poor  regions  because  there  are  no 
other  opportunities,  and  large  recourse  to  tertiary  employment  is  not 
necessarily  a  sign  of  opulence,  as  C.  Clark  claims. 

Frequently  it  does  little  good  to  pour  capital  into  the  poor  regions 
which  are  impoverished  not  only  in  social  capital  but  also  in  unutilized 
natural  resources,  for  once  new  investments  stop,  income  would  fall  back 
to  the  earlier  level.  Hence  as  the  rest  of  the  country  profits  from  the 
jjjl  expansion  of  the  growing  and  dynamic  industries,  the  result  would  be 

penetration  of  markets  of  the  poor  regions  and  serious  balance-of- 
payments  problems  for  these  regions,  nurtured  only  by  part  of  the  local 
market  and  limited  exports  of  food  and  raw  materials.  Their  survival 
would  depend  upon  their  sharing  some  of  the  growth  in  the  dynamic 
industries.20 
■—  That  more  attention  is  being  given  to  regional  differences  of  capital 

and  income  is  of  great  significance.  The  obstacles  are  many,  but  there  is 
1  a  growing  realization  that  adequate  policies  at  home  directed  toward 

raising  the  income  of  the  submerged  third  or  tenth,  concentrated  largely 
in  impoverished  regions,  would  emphasize  national  rather  than  inter- 


m 


national  leadership  and  the  national  gains  to  be  had  by  an  attack  on  the 
economic  position  of  the  poor  regions. 

Regional  Ralance-of-payments  Problems 

Like  countries,  regions  are  confronted  with  balance-of -payments  prob- 
lems. Each  region  purchases  from  and  sells  to  other  regions  and  foreign 
countries.  In  addition,  capital  moves  and  the  government  transfers  funds 
from  one  region  to  another.  These  transactions  are  consummated  through 
checks  drawn  on  commercial  banks  and  in  turn  via  the  Reserve  banks 
acting  on  behalf  of  the  banks  in  their  district,  and  the  final  credits  and 
debits  are  transferred  for  the  twelve  Reserve  banks  at  the  Gold  Settle- 

19  Ibid.,  pp.  138-143. 

20  Ibid.,  p.  158. 
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ment  Fund  in  Washington.  An  increase  in  the  price  of  meat  ultimately 
ceteris  paribus  involves  losses  of  deposits  of,  say,  Northeastern  banks 
( Middle  Atlantic  and  New  England )  and  losses  of  reserves  of  banks  in 
these  regions.  (The  banks  pay  the  bills  of  their  customers  by  drawing 
on  their  reserves.)  Banks,  of  course,  are  compensated  through  a  reduc- 
tion of  deposit  liabilities,  and  there  also  follows  a  reduction  of  deposits 
and  cash  of  the  New  York  and  Boston  Reserve  banks  and  gains  by  the 
Chicago,  Omaha,  etc.,  banks  and  the  Chicago  and  Kansas  City  Reserve 
banks.  The  latter  gain  in  the  Gold  Settlement  Fund,  and  the  former  lose. 
That  is,  the  Boston  Reserve  Bank  pays  for  the  National  Shawmut  Bank, 
say,  and  receives  compensation  through  a  reduction  of  its  debt  to  the 
National  Shawmut  Bank. 

To  cite  a  few  episodes:  In  the  early  years  of  the  Great  Depression, 
the  prices  of  agricultural  commodities  and  income  of  agricultural  states 
tumbled  and  much  more  than  did  prices  in  the  industrial  states.  Banks 
in  these  agricultural  regions  then  lost  deposits,  reflecting  an  adverse 
balance  of  payments.  With  similar  developments  in  agricultural  coun- 
tries, recourse  is  had  to  exchange  depreciation  and/ or  limitations  on 
payments  abroad.  But  within  the  United  States  there  is  little  scope  for  a 
depreciation  of  the  Kansas  dollar  against  the  Vermont  dollar,  and  there 
is  no  mechanism  for  restricting  payments  short  of  a  shutdown  of  banks, 
cash  into  the  Chicago  Reserve  Bank  district,  or  at  least  the  latter  might 
move  into  the  regions  short  of  capital.  This  is  not,  however,  the  major 
corrective.  First,  within  a  central  banking  system,  the  Reserve  banks  may 
redistribute  their  holdings  of  assets  in  such  a  manner  as  to  help  the 
capital-short  regions.  That  is,  the  New  York  Reserve  Bank  might  buy 
government  securities  held  by  the  Chicago  Reserve  Bank  and  thus  pump 
cash  into  the  Chicago  Reserve  Bank  district,  or  at  least  the  latter  might 
refrain  from  purchasing  securities  as  current  investments  mature.  An- 
other important  support  is  had  by  the  United  States  Treasury  shifting  its 
deposits  ( commercial  or  Reserve  bank )  into  the  capital-  or  money-starved 
areas.  The  Treasury  not  only  may  transfer  available  supplies  of  cash  but, 
through  recourse  to  taxes  or  new  borrowing,  may  transfer  cash  from 
relatively  strong  to  relatively  weak  regions.  That  is,  more  funds  may  be 
collected  in  the  East  than  are  disbursed  there.  In  this  manner,  a  collapse 
may  be  averted  or  at  least  postponed.  But  there  are  limits  of  accomplish- 
ments here.  With  the  underlying  demand  and  price  structure  funda- 
mentally unsound,  the  banks  in  the  agricultural  regions  had  to  suspend 
payments  in  1932-1933,  a  move  that  may  be  considered  as  equivalent 
to  a  100  per  cent  depreciation  of  the,  say,  Illinois  dollar.  As  the  weak- 
ened states  and  regions  withdraw  their  cash  from  correspondent  banks 
in  the  financial  centers,  the  search  for  liquidity  results  in  a  widespread 
suspension  of  payments. 
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The  characteristics  of  regional  payments  are  the  close  ties  of  regions, 
the  unavailability  of  depreciation,  restrictions  on  payments  and  other 
therapeutic  measures  available  to  countries,  and  the  transfer  of  funds 
through  Treasury  and  central-bank  operations.  (To  some  extent  national 
corporations  and  commercial  banks  participate  in  these  transfers.)  The 
outcome  is  either  continuance  of  free  movements  and  a  nondepreciated 
dollar  or  a  complete  cessation  of  payments  and  a  disguised  depreciation.21 

In  1933  (see  chap.  33  of  my  Twenty  Years  of  Federal  Reserve  Policy) 
I  discussed  at  length  the^Gold  Settlement  Fund  and  its  significance  for 
an  understanding  of  the  regional  balance  of  payments.  In  1956,  twenty- 
three  years  later,  three  economists  of  the  Federal  Reserve  (Bowsher, 
Einzig,  and  Doane,  in  a  fruitful  study,  Report  on  Interregional  Flow  of 
Funds  and  District  Member  Reserves)  suggested  the  need  for  a 
careful  study  of  what  is  now  called  the  Jnterdistrict  Settlement  Fund. 
In  some  interesting  tables  they  show  the  clearings  among  districts  for 
^i  1953,  U.S.  Treasury  transactions  (sources  and  uses  of  funds  by  districts), 

factors  (e.g.,  currency  movements,  Treasury  transactions,  open-market 
m  operations,    commercial   and   financial   transactions)    affecting   member 

ll  bank  reserves  by  districts,  sources  and  uses  of  Treasury  deposits  at  Fed- 

eral Reserve,  and  commercial  and  financial  transactions  by  districts. 

Obviously  a  study  of  these  settlement  funds  will  throw  much  light  on 
the  interregional  balance  of  payments.  Of  course,  these  should  be  used 
with  other  approaches  (e.g.,  trends  in  deposits,  price  and  income  move- 
ments, regional  balance  of  payments,  and  input-output  studies).  More- 
over, as  I  have  suggested  in  my  study  of  the  New  England  balance  for 
the  Senate  Banking  and  Currency  Committee  (Flood  Hearings,  Novem- 
ber 9,  1955),  the  allocation  of  burdens  of  taxes  and  benefits  of  expendi- 
tures should  be  studied  (they  are  examined  in  my  study  and  also  by 
Selma  Mushkin  in  a  study  for  the  Public  Health  Service).  The  Federal 
Reserve  would  get  along  better  if  it  could  separate  commodity  from 
commodity  and  financial  transactions. 

Some  other  aspects  of  regional  economics  are  brought  out  by  an 
examination  of  some  developments  in  the  post- World  War  II  period. 
Briefly,  the  South  has  moved  ahead  rapidly,  in  part  at  the  expense  of  the 
North.  The  Northeast  in  particular  has  felt  the  impact  of  higher  prices 
of  food  and  raw  materials  and  increased  competition  in  markets  of 
manufactured  goods.  As  we  shall  see,  government  policies  and  the  inflex- 
ibility of  wages  tended  to  aggravate  the  adjustment  policies,  and  the 
newer  industrial  regions  find  it  easier  to  raise  man-hour  output  and  adapt 
!  their  plant  and  equipment  to  current  market  needs  than  do  the  older 

,  21  The  author  has  discussed  some  of  these  issues  more  fully  in  his  Twenty  Years 

of  Federal  Reserve  Policy,  1933,  especially  vol.  II. 
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industrial  regions.  Capital  and  management  move,  but  labor  is  relatively  ji 

immobile.22  a. 

It  might  be  expected  that  in  view  of  these  developments,  the  older  (, 

regions  would  experience  serious  balance-of -payments  problems.  In  a 
sense  they  have.  This  is  evident  in  their  gains  of  deposits  being  much 
smaller  than  in  the  country  generally,  in  the  tendency  of  their  prices 
and  wages  to  fall  vis-a-vis  the  national  level  (and  this  despite  the  rigid- 
ities enforced  by  their  greater  degree  of  unionization),  and  in  the  losses 
of  industries  (reflecting  reduced  demand)  to  other  regions.  It  is  not 
surprising  that  though  a  generation  ago  New  England  was  one  of  the 
highest  wage  areas,  in  the  early  fifties  wages  there  were  below  the 
national  level  in  almost  every  census  industry.  That  the  Northeast, 
despite  outward  drains  through  the  Treasury,  has  not  experienced  the 
kind  of  crisis  suffered  by  agricultural  regions  in  their  balance  of  pay- 
ments in  the  thirties  may  be  explained  largely  by  the  favorable  balance 
of  payments  for  the  nation  (with  the  Northeast  profiting  proportion- 
ately), by  the  reduced  relative  need  for  cash  in  view  of  the  relative 
losses  suffered  by  the  Northeast,  and  at  times  by  sales  of  capital  assets 
by  this  region  to  other  regions.23 

Federal  Transfers  and  the  Balance  of  Payments 

In  international  economic  relations,  the  United  States  government  has 
frequently  intervened  to  balance  the  dollar  account.  Within  this  country, 
the  transfers  of  cash  from  one  region  to  another  through  tax,  loan,  and 
spending  policies  have  at  times  tended  to  equilibrate  interregional  ac- 
counts, but  often  the  transfers  aggravate  the  balance-of-payments  prob- 
lems of  some  regions. 

Money  tends  to  flow  into  Southern  states  for  various  reasons,  inclusive 
of  Treasury  transactions,  and  the  inflow  continues  in  part  because  (as 
noted)  wages  do  not  respond  to  increased  supplies  of  money.24  As  the 
competitive  position  of  Southern  states  has  improved,  as  under  govern- 

22  Cf.  Handbook  of  Regional  Statistics,  Materials  Assembled  for  the  Subcommittee 
on  Unemployment  of  the  Joint  Committee  on  the  Economic  Report,  1950,  and  U.S. 
Department  of  Commerce,  Economic  Development  Atlas,  1950.  Cf.  statement  by 
S.  E.  Harris  before  the  U.S.  Tariff  Commission  on  behalf  of  the  New  England 
governors,  Tariffs  and  the  New  England  Economy,  Dec.  14,  1954. 

23  For  fuller  discussion  of  these  issues,  see  S.  E.  Harris,  The  Economics  of  New 
England,  1951,  pt.  II;  his  contributions  to  The  New  England  Economy,  A  Report 
to  the  President,  1951,  especially  pt.  Ill;  and  The  Report  on  the  New  England 
Textile  Committee  Appointed  by  the  Conference  of  New  England  Governors,  1952, 
especially  the  Research  Report  by  S.  E.  Harris.  Also  see  statement  by  S.  E.  Harris 
before  the  Senate  Committee  on  Banking  and  Currency,  Hearings  on  Federal  Dis- 
aster Insurance,  1955,  pp.  450-501,  and  New  England  Textiles  and  the  New  England 
Economy,  Report  to  New  England  Governors,  1956,  chap.  12  (by  S.  E.  Harris). 

24  The  author  has  discussed  this  problem  fully  before  the  Joint  Committee  on  the 
Economic  Report,  February,  1955,  and  the  Senate  Labor  and  Welfare  Committee 
on  May  11,  1955. 
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ment  guidance  prices  of  agricultural  products  rose,  as  in  response  to 
more  favorable  economic  conditions  capital  flowed  in,  and  as  the  Fed- 
eral government  poured  money  into  these  states,  the  supply  of  money 
in  the  Southern  states  rose  disproportionately.  This  inflow,  evident  in 
the  deposits  of  member  banks  in  the  Reserve  banks  (the  basis  of  mone- 
tary creation),  helped  sustain  the  rise  of  output  but  also  increased  pres- 
sure to  raise  prices  and  wages. 

Table  14-2  suggests  that  the  gains  for  the  South  were  disproportionate, 
especially  in  the  years   1941  to  1955.  From  1914  to  1929,  the  South 

Table  14-2.  Member  Bank  Deposits  at  Reserve  Banks,  1915,  1929,  1941, 

and  February,  1955 

(In  millions  of  dollars) 


Reserve  District 


All 

Boston. . . . 
New  York 
Richmond. 
Atlanta.  .  . 
Dallas .... 


1915 

1929 

1941 

401 

2,355 

12,450 

28 

142 

569 

179 

986 

5,639 

11 

65 

452 

9 

63 

322 

10 

64 

307 

February, 
1955 

18,562 

743 

5,412 

768 

906 

1,027 


source:  Federal  Reserve  Board,  Banking  and  Monetary  Statistics,  1954,  p.  339, 
and  Federal  Reserve  Bulletin,  March,  1955. 

roughly  maintained  its  relative  position.  But  from  1929  to  1941,  the  rise 
for  the  three  Southern  Reserve  Bank  districts  was  463  per  cent  as  com- 
pared with  429  per  cent  for  the  nation  and  300  per  cent  for  New  Eng- 
land (Boston).  The  Richmond  Bank  (the  northern  South)  especially 
gained  in  this  period.  From  1941  to  1955,  the  respective  gains  for  the 
nation,  the  South,  and  New  England  were  49,  150,  and  31  per  cent.  In 
other  words,  the  South's  gains  of  cash  reserves  in  these  fourteen  years 
were  about  three  times  as  large  as  for  the  nation  and  almost  five  times 
as  great  as  for  Boston  (New  England).  The  gains  in  these  later  years 
were  especially  large  for  the  Atlanta  and  Dallas  districts. 

That  there  were  not  greater  degrees  of  wage  inflation  which  might 
have  slowed  up  the  excessive  migrations  of  industry  may  be  explained  by 
the  inadequacies  of  minimum  wages,  the  anti-trade-union  policies  of  the 
South,  and  the  effects  of  the  new  labor  legislation. 

That  Federal  tax  and  spending  policies  have  contributed  to  the  rise 
of  monetary  supplies  in  the  South  is  evident  from  the  following. 

In  1951,  the  amount  of  Federal  taxes  paid  (by  "paid"  I  mean  allowing 
for  the  incidence  of  taxes,  that  is,  where  the  burden  falls)  in  relation  to 
income  payments  was  as  follows : 
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New  England  (Massachusetts,  Rhode  Island,  Connecticut) 1 .21 

New  York 1 .24 

Illinois  and  Michigan 1 .  04 

Five  Southern  states  (North  Carolina,  South  Carolina,  Alabama, 

Georgia,  Tennessee) 0 .  74 

Hence  the  proportions  of  payments  relative  to  income  were  as  fol- 
lows : 25 

New  England  to  South 1 .  64 

New  York  to  South 1 .  68 

Illinois  and  Michigan  to  South 1 .41 

Of  course,  the  net  transfers  are  much  greater  than  suggested  by  these 
figures  because  the  Northern  states  with  much  larger  incomes  pay  more 
relatively.  The  above  figures  merely  indicate  how  much  more  they  pay 
in  relation  to  their  incomes. 

For  a  comparison  of  all  New  England  states,  the  Middle  East,  and  the 
Southeast,  we  find  that  the  Federal  tax  incidence  ( allowing  for  incidence 
of  business  taxes)  as  a  percentage  of  adjusted  income  payments  was  as 
follows  (United  States  =  100): 26 

New  England 113 

Middle  East Ill 

Southeast 83 

New  England  to  Southeast 136 

Middle  East  to  Southeast 134 

In  the  years  1934  to  1951,  the  three  large  New  England  states  received 
$2,529  million  from  Federal  disbursements  and  five  major  Southern 
states  (Alabama,  Georgia,  North  Carolina,  South  Carolina,  and  Tennes- 
see) received  $5,841  million  from  the  Federal  government.  Thus  the 
Southern  states  received  two  to  three  times  as  much  as  the  three  New 
England  states  which  account  for  about  85  per  cent  of  the  income  of 
the  area.  But  it  should  be  noted  that  the  three  New  England  states  paid 
in  Federal  taxes  (allowing  for  passing  on  of  taxes)  $3,276  million  and 
the  five  Southern  states  paid  in  only  $2,534  million.27  If  we  apply  the 
percentage  of  Federal  taxes  paid  by  each  group  of  states  in  1951  (6.75 
and  5.23)  to  the  total  Federal  tax  receipts  in  1934  to  1951,  then  we  ob- 
tain the  following  figures : 

Taxes  paid  by  three  New  England  states $31 .9  billion 

Taxes  paid  by  five  Southern  states $24 . 7  billion 

25  Calculated  from  Mushkin  and  Crowther,  Federal  Taxes  and  the  Measurement 
of  State  Capacity,  U.S.  Department  of  Health,  Education,  and  Welfare,  Public 
Health  Service,  May,  1954,  p.  13. 

26  Ibid.,  p.  30. 

27  Calculated  from  Committee  on  Nonessential  Expenditures  of  the  Federal  Gov- 
ernment, Federal  Granvs-in-Aid,  1934-1951,  pp.  60-61,  and  Mushkin  and  Crowther, 
op.  cit.,  p.  13. 
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Whereas  the  three  large  New  England  states  paid  29  per  cent  more  into 
the  Federal  coffers,  they  received  back  only  44  per  cent  as  much.  In 
other  words,  on  a  pay  vs.  obtain  basis  the  New  England  states  vis-a-vis 
the  South  received  only  34  per  cent  as  much  back  for  every  dollar  paid 
into  the  Federal  treasury:  34 


44/l29-28 


A  Regional  Ralance  of  Payments 

It  is  difficult  to  estimate  the  balance  of  payments  of  a  region,  in  part 
because  of  the  problems  involved  in  measuring  exports  and  imports. 
Below  we  give  a  balance  for  New  England  for  the  years  1929  to  1939, 
and  this  study,  one  of  the  best,  is  subject  to  many  reservations.  It  sug- 
gests that  New  England  imported  much  more  than  it  exported  of  com- 
modities and  also  of  gold  and  paid  for  these  deficits  and  transfers  on 
Treasury  account  in  a  net  export  of  services  and  imports  of  capital.29 

Regional  Problems  of  Adjustment 

Above  we  have  discussed  briefly  various  problems  that  may  be  sub- 
sumed under  regional  economics:  the  location  of  economic  activity,  the 
effects  of  a  development  program  (TVA),  the  input-output  problem  re- 
lated to  a  state  or  region,  the  attack  on  impoverished  regions  in  Europe, 
and  regional  problems  of  balance  of  payments.  Here  we  turn  to  the 

28  The  author  applies  the  percentage  of  tax  payments  of  1951  to  the  1934  to  1951 
tax  receipts  on  the  assumption  that  tax  structure  and  incidence  do  not  vary  greatly 
in  1934  to  1951  as  compared  with  1951.  In  fact,  the  application  of  this  method 
suggests  larger  tax  payments  by  the  South  for  1934  to  1951  than  actually  were 
made,  since  her  taxes  rose  relatively  in  the  later  years.  That  the  assumption  of 
similar  incidence  and  payments  for  1934  to  1951  as  for  1951  is  justified  is  sug- 
gested by  the  following: 

Per  Cent  of  Federal  Tax  Receipts,  1934,  1940,  1951,  1934,  to  1951 


Year 

Personal 

Corporation 

Indirect 

Social 

income 

taxes 

business 

Security 

1934 

17 

18 

65 

0 

1940 

16 

31 

31 

22 

1951 

41 

33 

15 

11 

1934-1951 

38 

30 

19 

13 

source:  Calculated  from  National  Income,  1954  ed. 

Total  Federal  receipts $482  billion 

Personal  income 185 

Corporation  taxes 143 

Indirect  business 93 

Social  Security 61 

29  P.  Hartland,  Balance  of  Interregional  Payments  of  New  England,  1950,  p.  6. 
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Table  14-3.  Balance  of  Interregional  Payments  of  New  England f 
(In  millions  of  dollars) 


Current  account: 

Commodity  trade 

Freight  and  shipping 

Total  balance  of  trade 

Recreation 

Passenger  transportation 

Total  travel  account 

Insurance 

Education 

Interest,  dividends,  net  rents,  and 

royalties 

Current  account  excluding  balance 

of  trade 

Net  current  account 

Gold  and  currency: 

Federal  Reserve  notes 

♦Gold  inflow  due  to  commercial  and 

financial  transactions 

Gross  gold  movement 

Gold  outflow  due  to  government 

account 

Net  gold  movement 

Capital  account  and  residual: 

Interbank  deposits 

Federal  Reserve  foreign  account.  . 

Treasury  transfers 

Gross      capital      movement      and 

residual 

Net  capital  account  and  residual.  . 


1929 

1931 

1933 

1935 

1937 

-1,032.1 

-909.9 

-871.3 

-1,121.1 

-1,329.8 

-217.1 

-164.8 

-130.2 

-141.9 

-166.8 

-  1 , 249 . 2 

-1,074.7 

-1,001.5 

-1,263.0 

-1,496.6 

+  136.2 

+  52.4 

-11.0 

+  60.7 

+  135.7 

-4.8 

-3.5 

-2.0 

-1.6 

-2.3 

+  131.4 

+  48.9 

-13.0 

+  59.1 

+  133.4 

+  196.1 

+  160.8 

+75.4 

+260.1 

+  310.0 

+  13.6 

+  11.8 

+  10.4 

+  9.9 

+  10.5 

+  239.0 

+  609.0 

+482.0 

+493.0 

+  555.0 

+  580.1 

+  830.5 

+  554.8 

+822.1 

+  1,008.9 

-669.1 

-244.2 

-446.7 

-440.9 

-487.7 

+  14.0 

+  13.9 

+  16.4 

+  11.5 

+  14.1 

-95.2 

-145.7 

-182.6 

-193.0 

-177.9 

-81.2 

-131.8 

-166.2 

-181.5 

-103.8 

+  49.7 

+  129.2 

+  171.3 

+  85.5 

+  214.0 

-31.5 

-2.6 

+  5.1 

-96.0 

+  50.2 

+  18.1 

-46.2 

-14.2 

-36.1 

-2.1 

-0.1 

+4.7 

-1.3 

+  0.7 

+  5.3 

-49.7 

-129.2 

-171.3 

-85.5 

-214.0 

+732.3 

+  417.5 

+  628.4 

+  657.8 

+  648.3 

+700.6 

+  246.8 

+  441.6 

+  536.9 

+  437.5 

1939 


1,122.2 
-184.4 
1,306.6 

+  95.8 

-2.5 

+  93.3 

+  297.1 
+  9.9 

+  502.0 

+902.3 
-404.3 

+  12.0 

-292.6 
-280.6 


+  80.0 
-  200 . 6 

-15.0 
+  14.9 
-80.0 

+  685.0 
+  604.9 


t  A  plus  sign  indicates  a  net  export;  a  minus  sign  a  net  import.  To  avoid  confusion,  it  should  be 
stressed  that  a  plus  or  minus  sign  indicates  the  direction  of  the  flow  of  funds  resulting  from  any  given 
transaction.  Thus,  a  plus  sign  indicates  that  funds  are  moving  into  New  England  (as  a  result  of  trans- 
actions in  insurance,  for  example,  or  as  a  result  of  capital  movements) ;  a  minus  sign,  that  funds  are 
moving  out  of  the  region  (for  imports  of  commodities,  in  general  also  to  pay  for  imports  of  gold).  Thus, 
an  "import"  of  capital  (borrowing,  say,  to  a  greater  extent  than  lending)  has  a  plus  sign,  since  it  results 
in  funds  moving  into  the  region  as  a  result  of  capital  transactions.  Similarly,  a  capital  "export"  would 
imply  an  excess  of  lending,  causing  an  outward  movement  of  funds;  hence,  it  would  be  indicated  by  a 
minus  sign. 

peculiar  problems   confronting  an  older  industrial  region  when  faced 
with  the  intense  competition  of  newer  industrial  regions. 

Above,  we  observed  that  there  are  regional  balance-of -payments  prob- 
lems, and  analyzed  methods  of  easing  the  adjustments  and  settling  ac- 
counts. New  England,  for  example  (I  shall  frequently  refer  to  New 
England,  since  I  have  intensively  studied  this  region),  produces  only 
3  per  cent  of  its  income  from  agriculture  ( 10  per  cent  for  the  nation )  and 
hence  has  to  import  its  major  foods  and  raw  materials,  paying  for  them 
primarily   through   exports    of   manufactures    and    secondarily   through 
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exports  of  services.  The  region  also  pays  for  its  agricultural  and  mining 
products  through  receipts  on  income  from  past  investments  abroad  or 
in  other  regions.  A  great  manufacturing  region  tends  to  export  most  of 
its  manufacturing  product — obviously  if  it  accounts  for  6  per  cent  of 
the  national  consumption,  and  if  its  total  manufacture  of  textiles  is  25 
per  cent  of  the  nation's,  it  will  export  some  textiles  and  import  others, 
yet  its  net  exports  will  be  several  times  its  consumption. 

A  region,  like  a  nation,  is  concerned  with  the  problem  of  paying  its 
bills.  If  the  prices  of  its  imports  rise  vis-a-vis  those  of  its  exports,  the 
balancing  of  accounts  may  cause  difficulties.  For  example,  because  of 
both  natural  forces  and  also  the  intervention  of  government  (raising 
agricultural  prices  and  through  its  tariff  policy  depressing  relatively 
prices  of  industrial  products),  the  terms  of  trade  of  industrial  regions 
have  tended  to  deteriorate  relative  to  agricultural  regions  in  the  years 
1933  to  1955.  Hence  the  balance  of  payments  of  the  industrial  regions 
has  become  precarious;  this  has  been  especially  true  of  certain  old  in- 
dustrial regions  whose  competitive  position  has  been  weakened  by  the 
pressure  from  newer  industrial  regions. 

Industrial  nations  face  similar  problems,  e.g.,  Great  Britain  since 
World  War  I;  but  there  are  special  issues  raised  for  the  regional  econ- 
omies. A  nation  confronted  with  an  adverse  balance  of  payments  would 
be  under  great  pressure  to  reduce  costs,  though  British  experience  in  the 
interwar  period  showed  that  sheltered  domestic  industries,  under  no 
such  pressure  to  reduce  costs,  tend  to  accentuate  the  difficulties  of  the 
nonsheltered  (international)  industries.  If  75  per  cent  of  the  employ- 
ments in  sheltered  industries  maintain  wages,  then  it  becomes  more 
difficult  to  cut  wages  (or  labor  costs)  in  the  25  per  cent  nonsheltered 
employments. 

A  region  may  well  experience  even  greater  difficulties  than  a  nation. 
A  large  part  of  labor  in  manufacturing  is  organized  on  a  national  basis, 
and  therefore  wages  are  set  on  a  national  wage  level;  this  is  true  of  the 
steel  and  automobile  industries,  for  example.  Hence,  should  the  Middle 
West  lose  ground  in  iron  and  steel  to  the  South,  it  cannot  easily  recoup 
its  loss  by  cutting  wages.  Even  when  trade  unions  are  of  unequal  strength 
in  different  regions  or  do  not  set  wages  on  a  national  basis,  adjustments 
may  be  greatly  impeded.  For  example,  according  to  one  estimate,  the 
percentage  of  workers  unionized  in  eleven  Southern  states  was  25  per 
cent  of  the  national  level  in  apparel  and  43  per  cent  in  textiles.30  Hence, 
wage  rates  are  likely  to  be  lower  in  the  South  in  these  industries.  Here  is 
a  peculiar  situation.  Wages  generally  are  higher  in  the  North  than  in  the 
South.  Hence  it  is  very  difficult  for  trade-union  leaders  in  the  North  to 

30  F.  T.  DeVyver,  "Labor  Factors  in  Industrial  Development  of  the  South,"  South- 
ern Economic  Journal,  October,  1951,  p.  194. 
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accept  cuts  in  wages  in  industries  suffering  losses  in  the  North,  for  the 
wage  level  is  set  to  some  extent  by  the  high- wage  industries.  If  the 
unions  do  not  agree  to  wage  levels  (and  labor  costs)  commensurate 
with  those  in  the  South,  however,  unemployment  in  these  industries  rises. 

Here  we  may  all  agree  that  the  adjustment  to  an  unfavorable  balance 
of  payments,  whether  the  occasion  is  a  deterioration  in  the  terms  of 
trade  or  loss  of  competitive  position,  is  beset  with  difficulties.  Neverthe- 
less, there  is  evidence  of  adjustments.  For  example,  whereas  textile  wages 
were  about  50  per  cent  higher  in  New  England  than  in  the  South  early 
in  the  century,  fifty  years  later  they  were  around  10  per  cent  higher. 
These  adjustments  result  from  the  pressure  of  unemployment  in  the 
regions  losing  cash  as  their  competitive  position  suffers,  and  even  the 
rigidities  introduced  by  institutional  factors  yield  to  some  extent.  Other 
evidence  of  adjustment  is  to  be  found  in  net  income  payments.  Thus, 
from  1929  to  1948,  per  capita  income  payments  in  New  England  rose  by 
79  per  cent,  in  the  seven  most  industrialized  states  outside  New  England 
by  99  per  cent,  and  in  the  five  most  important  industrialized  states  in  the 
South  by  197  per  cent.31 

Rigidities  in  wage  rates,  related  to  some  extent  to  the  policies  of  labor 
unions  operating  nationally,  do,  indeed,  interfere  with  adjustments,  but 
the  problem  of  regions  suffering  competitive  losses  may  also  be  aggra- 
vated by  government  policies.  Thus  the  Federal  government,  through 
its  agricultural  policies,  raises  prices  of  raw  materials  and  foods  for  the 
industrial  regions,  provides  power  and  tax  subsidies  for  the  newly  in- 
dustrialized regions,  and  introduces  social-security  programs  which  put  a 
greater  burden  on  old  than  on  new  industrial  regions.  For  all  these 
reasons,  the  competitive  position  of  the  South  as  against  the  North  im- 
proves. Ultimately,  of  course,  the  pressure  of  demand  for  labor  and 
other  factors  should  increase  costs  in  the  South  and  retard  the  influx  of 
industries,  but  the  large  reservoir  of  labor  being  squeezed  out  of  the 
farms  by  technological  gains  greatly  slows  up  the  upward  pressure  on 
costs.  Compare  the  New  England  situation,  where  immigration  as  a 
source  of  labor  is  no  longer  available  and  where  there  is  virtually  no 
reservoir  on  the  farm. 

Not  only  Federal  government  but  also  state  and  local  governments 
influence  the  competitive  power  of  regions.  In  the  fierce  competition  to 
hold  or  attract  industries,  state  and  local  governments  avoid  new  taxes 
and  economize  on  school,  health,  and  relief  programs.  Where  incomes 
(notably  wages)  are  lower  and  services  less  advanced,  industry  tends 
to  move.  The  Southern  authorities  in  particular  tend  to  keep  costs  down. 
Not  only  do  they  keep  costs  down,  but  they  provide  tax  systems  that  hit 

31  The  New  England  Economy:  A  Report  to  the  President  hy  the  Committee  on 
the  New  England  Economy,  July,  1951,  p.  31. 
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consumers  rather  than  business,  and  they  use  taxes  disproportionately  to 
subsidize  those  industries  which  they  seek  to  import. 

Obviously  with  costs  much  lower  in  the  South  and  with  a  relatively 
free  flow  of  management  and  capital,  the  South  tends  to  gain  at  the  ex- 
pense of  the  North.  The  lower  wages  in  the  South  are  not  primarily  the 
result  of  lower  cost  of  living.   Variations  in  the  cost  of  living  in  the 

ill  country  seem  to  be  about  one-third  as  great  as  those  in  wage  rates.  In 

fact,  when  budgets  applicable  to  each  region  are  studied,  it  is  found  that 
the  annual  cost  in  a  recent  year  for  a  family  budget  for  ten  Southern 
cities  was  only  1%  per  cent  less  than  for  three  New  England  cities.  But 

III  the  differences  are  larger  when  consideration  is  given  to  the  fact  that  a 

new  industrial  area  tends  to  establish  itself  in  the  smaller  cities  dispro- 
portionately— where  costs  are  low.  Thus  in  a  recent  year  30  per  cent  of 
the  nation's  population  was  in  North  Atlantic  states  and  28  per  cent  in 
Southern  states,  but  the  former  accounted  for  34  per  cent  of  the  199 

ll  largest  cities  and  the  latter  only  19,  and  similarly  for  other  categories  of 

'f  large  cities.32 

The  reader  will  find  statistical  material  on  regional  variations  in  costs 
(inclusive  of  payroll  taxes),  all  taxes,  hydroelectric  power,  relative  sup- 
plies of  labor,  etc.,  in  the  Report  on  the  New  England  Textile  Industry.33 

In  this  discussion  I  have  concentrated  largely  on  North-South  regional 

relations,  but  there  are,  of  course,  serious  problems  that  arise  in  other 

contexts.  For  example,  coal  is  a  depressed  industry  in  the  United  States 

because  of  the  competition  of  oil.  This  competition,  together  with  the 

high  wage  policies  of  a  powerful  trade  union,  rapid  mechanization,  and 

§  insufficient   alternative    opportunities,    raises    serious    problems    for   the 

regions  and  states  dependent  on  the  coal  industry.  ( Apparently  the  union 

Sj  protects  the  position  of  the  miners  even  though  a  greater  flexibility  of 

ill  wages  might  increase  the  number  of  jobs  available  to  new  entrants.) 

The  problem  for  a  state  like  West  Virginia,  which  is  heavily  dependent 
on  its  coal  mines,  is  almost  insoluble.  Coal  miners  do  not  move  easily; 
the  resources  of  the  state  are  limited.  As  the  industry  suffers  reverses, 
unemployment  grows  and  the  state,  short  of  revenues,  is  forced  to  reduce 
its  services,  inclusive  of  welfare  programs.  Its  balance-of -payments  prob- 
^  lems  become  serious,  for  it  suffers  large  losses  in  its  major  export  in- 

dustry. In  one  year  in  the  forties,  mining  accounted  for  28  per  cent  of  all 

32  See  Handbook  of  Labor  Statistics,  1950,  pp.  121-122,  and  Bureau  of  Labor 
Statistics  Serial  2,  1909.  Calculated  from  the  City  Workers  Family  and  Budget, 
1948,  p.  22. 

33  By  the  committee  appointed  by  the  conference  of  New  England  governors, 
1952.  Also  see  S.  E.  Harris,  Economics  of  New  England,  1952;  The  New  England 
Economy:  A  Report  to  the  President  by  the  Committee  on  the  New  England  Econ- 
omy, 1951,  and  S.  E.  Harris,  New  England  Textiles  and  the  New  England  Economy: 
Report  to  the  Conference  of  New  England  Governors,  1956. 
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employment  in  West  Virginia  and,  in  1953,  for  17.1  per  cent  of  income  « 

(the  average  for  the  nation  for  this  year  was  1.4  per  cent).  From  1948 

to    1954,    nonagricultural    employment   in   West   Virginia    declined    by 

70,000,  or  13  per  cent,  and  employment  in  bituminous  coal  in  1954  was 

roughly  equal  to  that  in  the  worst  year  of  the  depression.  With  great 

dependence  on  coal  mining  (inclusive  of  secondary  effects,  one-third  to 

one-half  of  the  economy  is  supported  by  coal),  it  is  not  surprising  that 

the  pressure  is  evident  in  a  low  per  capita  income  in  West  Virginia  (63 

per  cent  of  that  for  the  Middle  East  in  1953)   and  the  beginnings  of 

substantial  outward  migration  and  population  losses.34 

Governmental  activities,  then,  tend  to  influence  the  location  of  in- 
dustry and  in  the  United  States,  at  least,  to  favor  new  industrial  regions. 
In  international  relations,  no  government  would  allow  a  foreign  nation  to 
capture  its  markets  at  a  rate,  say,  that  the  South  has  captured  some  of 
the  Northern  markets.  Governments  would  interpose  obstacles  to  trade. 
But  in  the  United  States  not  only  have  the  Federal  government  and  other 
governments  not  intervened  but  they  have  tended  to  accelerate  the 
movement.  ( The  welfare  assumptions  relevant  here  will  be  noted  later. ) 
There  is  one  notable  exception,  however.  By  setting  minimum  wages 
(both  on  a  general  level  and  on  an  industry  basis),  the  Federal  govern- 
ment has  tended  to  deprive  the  South  to  some  extent  of  one  of  its  most 
important  competitive  assets — plentiful  supply  of  labor  and  low  wages. 
But  because  of  both  the  level  at  which  minimum  wages  have  been  set 
and  the  administrative  weakness,  the  effects  of  minimum  wages  have 
not  been  large. 

South-North  competition  raises  difficult  problems.  Without  question, 
the  South  has  important  advantages  and  is  bound  to  develop  into  a 
great  industrial  region.  Proximity  to  rich  raw  materials  and  markets;  a 
dedication  on  the  part  of  labor,  management,  and  the  community  to 
attract  industry;  the  large  supplies  of  labor — these  are  among  the  great 
advantages.  With  these  great  advantages,  capital  and  management  move 
easily  into  the  South.  The  only  question  that  can  be  raised  is  a  non- 
economic  one.  Should  a  region  with  these  great  advantages  also  be  en- 
couraged to  depress  standards  of  living,  of  government  services,  etc., 
below  a  level  deemed  desirable  by  the  nation?  In  other  words,  on  top 
of  the  great  advantages  of  markets  and  of  resources,  should  the  South 
also  through  governmental  measures  be  allowed  to  obtain  additional 
advantages  at  the  expense  of  Northern  rivals,  e.g.,  through  an  excess  of 
Federal  spending  over  receipts?  The  question  may  even  be  raised  if 
Northern  wages  should  be  depressed  relatively  in  response  to  wages  set 

34  Figures  from  Joint  Committee  on  Economic  Report,  Handbook  of  Regional 
Statistics,  1950,  and  Survey  of  Current  Business,  August,  1954;  also  see  Hearings  of 
the  Joint  Committee  on  the  Economic  Report  of  the  President,  January,  1955,  1955, 
pp.  263-265,  292-303. 
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by  the  large  supplies  of  labor  in  the  South,  not  held  in  check  by  strong 
trade  unionism.  The  real  issue  comes  down  to  the  rate  at  which  the 
South  should  be  allowed  to  gain  through  governmental  actions  and  de- 
pressions of  standards,  not  whether  she  gains  or  not. 

According  to  the  theory  of  international  trade,  a  country  (or  region) 
that  loses  ground  in  some  industries  then  moves  on  to  other  industries. 
This  will  involve,  of  course,  changes  in  occupations  of  workers  and  often 
of  movement  to  other  locations,  investments  in  other  industries,  etc.  All 
kinds  of  difficulties  arise.  Workers  often  do  not  want  to  write  off  skills 
acquired  in  an  industry,  and  there  is  great  reluctance  on  the  part  of 
management  and  investors  to  move  into  regions  or  localities  which  have 
suffered  from  economic  dislocations.  When  there  is  much  unemployment, 
the  movement  into  new  industries  faces  additional  obstacles — as  British 
experience  in  the  interwar  period  showed.  When  economic  conditions 
are  improving  and  especially  when  overfull  employment  prevails,  the 
adjustments  are  made  more  easily — as  United  States  and  British  ex- 
perience in  the  forties  shows,  though  even  in  this  period,  part  of  the 
success  stemmed  from  special  measures  taken  by  government  and 
enterprise  to  implement  the  free-market  forces.  Even  in  the  prosperous 
forties  and  fifties,  many  coal  and  textile  towns  have  continued  to  ex- 
perience large  and  long-continued  spells  of  unemployment. 

Outlets  for  the  Displaced 

That  the  problem  of  adjustment  can  be  serious  is  suggested  by  the 
fact  that  the  outlets  for  the  unemployed  ( say  in  textiles,  shoes,  or  apparel 
in  the  Northeast  and  in  coal  in  Pennsylvania  and  West  Virginia)  are 
distinctly  limited,  though  in  a  growing  economy  some  of  the  slack 
may  be  taken  up.  This  follows  because  most  employments  are  necessarily 
restricted  to  given  localities,  and  hence  a  region  suffering  from  unem- 
ployment cannot  easily  capture  employment  from  other  regions. 

I  have  discussed  this  problem  more  fully  in  another  study  from  which 
several  paragraphs  are  quoted  below.  The  major  conclusion  to  be  drawn 
is  that  losses  can  be  recouped  only  out  of  a  limited  area  of  economic 
activity.35 

I  The  major  competition  faced  by  American  industry  is  interregional,  not  in- 

ternational. For  example,  exports  out  of  the  country  are  but  4-5  per  cent  of 

!  the  gross  national  product.  Obviously,  most  sales  are  at  home.  In  fact,  a  large 

part  of  all  sales  are  within  the  region  or  even  city  of  production.  This  is  per- 
haps even  more  true  of  services  than  of  movable  goods.  A  large  part  of  our 

35  S.  E.  Harris,  "Interregional  Competition:  With  Particular  Reference  to  North- 
South  Competition,"  Proceedings  of  the  American  Economic  Association,  1954,  pp. 
370-372. 
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services  are  almost  exclusively  free  of  interregional  competition — medical, 
local  and  state  government,  public  utilities,  domestic  service,  local  transport, 
public  education,  etc.  Here  competition  outside  the  city  or  region  is  distinctly 
limited.  This  point  is  of  importance  because  it  underlines  the  limited  area 
within  which  adjustments  in  response  to  losses  in  interregional  competitive 
position  must  be  made.  i  0 

It  is  well  to  remember  that  manufacturing  income  in  1952  accounted  for 
but  31  per  cent  of  all  income.  The  major  adjustments  in  the  competitive  po- 
sition of  a  region  have  to  be  concentrated  to  a  considerable  extent  on  this  j 
part  of  the  economy.  Hence,  large  losses  in  interregional  competition,  say  in 
textiles  and  shoes,  if  they  are  to  be  made  good  in  substitute  exports,  must 
largely  be  made  good  in  improvements  in  manufacturing  "export"  industries.  t 
Agriculture,  forestry,  fisheries,  and  mining  account  for  but  9  per  cent  of  the 
national  income.  Here  competition  is  relevant  but  the  limits  of  adaptability  are 
determined  largely  by  the  resources  available. 

An  estimate  of  approximately  forty  items  included  in  service  employments 
and  accounting  for  60  per  cent  of  all  income  suggests  that  only  about  10  per 
cent  of  all  income  and  corresponding  employments  included  here  are  largely 
subject   to   interregional   competition.    Thus  for   retail   trade,   public   utilities,  I 

transportation,  telephone  services,  most  services  (education,  religion,  cinema, 
private  households),  local  and  state  government,  and  a  large  part  of  federal 
government,  the  location  of  activities  for  the  most  part  is  determined  by  the 
present  distribution  of  population  and  income.  Only  as  population  and  income 
are  redistributed  will  the  services  be  redistributed.  They  are  determinates,  not 
determinants.  Substantial  parts  of  wholesale  trade  and  of  insurance  are  ex- 
amples of  services  subject  to  interregional  competition.  (See  Survey  of  Cur- 
rent Business,  July,  1953,  page  16.)    ... 

An  indication  of  the  areas  of  competition  is  given  by  the  distribution  of 
various  types  of  incomes  by  regions.   .   .   .  We  compare  for  each  region  the  ■ 

percentage  of  incomes  earned  by  different  employments  relative  to  the  region's  | 

share  of  the  nation's  income.  Thus  in  the  seven  regions  of  the  country,  for 
1952,  the  average  percentage  of  trade  and  service  income  to  the  region's 
total  income  payments  varied  only  from  24.1  to  28.0  per  cent  (the  U.S.  aver- 
age was  25.6).  In  construction,  the  range  was  from  3.4  per  cent  (New  Eng- 
land) to  5.0  per  cent  (Southeast).  Here  the  differences  are  explained  largely 
by  the  slow  advance  of  New  England  and  the  rapid  industrial  growth  of  the 
South — not  by  the  South  selling  construction  services  to  other  regions.  Where 
the  percentage  of  income  accruing  to  particular  employments  does  not  vary 
much  from  region  to  region,  it  may  be  assumed  that  competition  is  distinctly 
limited.  In  some  instances,  where  percentage  of  employment  varies  generally, 
e.g.,  transportation,  the  explanation  may  well  be  that  differences  reflect  geog- 
raphy rather  than  interregional  competition.  Heavy  concentration  of  population 
explains  a  low  proportion  of  employment  in  transportation  in  New  England 
and  Central  States,  and  large  distances  explain  high  relative  employment  in 
transportation  in  the  South,  Northwest,  and  Far  West.  Differences  in  the  pro- 
portion of  service  income  may  also  reflect  variations  in  spending  patterns  in 
part:    the   rich   Northeast   spends   more   on   services   than  the  poor   South, 
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For  agriculture,  government,  and  manufacturing,  the  minimum  and  maxi- 
mum figures  (taken  from  the  Survey  of  Current  Business,  August,  1953,  page 
9)  were  as  shown  in  [Table  14-4]. 

Table  14-4 


Agriculture  (income) 

Government  (income  payments) 
Manufacturing  (payrolls) 


National 
average 


6.7 
15.9 
24.5 


Minimum 


Middle  East,  1.5 
Central,  12.5 
Northwest,  10.6 


Maximum 


Northeast,  20.3 
Southeast,  20.3 
New  England,  32.9 


If  a  manufacturing  region  loses  heavily  in  exports,  its  losses  must  be  re- 
couped largely  in  manufactures,  with  some  help  from  services.  Yet  even  in 
manufactures  there  are  segments  where  adjustments  are  not  easily  made.  For 
example,  in  1951,  the  distribution  of  manufacturing  employment  was  as  fol- 
lows: 

1.  Seven  industries  with  location  predominantly  determined  by  access  to 
raw  materials  (and  to  some  extent  to  proximity  to  markets)  accounted  for 
35  per  cent  of  the  value  added  in  1951. 

2.  The  location  of  seven  industries  accounting  for  46  per  cent  of  the  value 
added  was  determined  to  a  substantial  degree  by  the  need  of  being  near  the 
raw  materials. 

3.  The  other  five  industries  (textiles,  apparel  and  related,  printing  and  pub- 
lishing, leather  and  leather  products,  instruments  and  related  products)  ac- 
counting for  19  per  cent  of  value  added  were  industries  which  might  be 
located  largely  independently  of  the  proximity  to  the  sources  of  the  raw  ma- 
terials. 

The  last  group  would  especially  be  subject  to  pressures  for  any  adjustments 
that  have  to  be  made. 

Regional  Variations  in  Income 

Ricardo's  theory  of  international  trade  was  based  on  the  assumption 
that  labor  and  capital  do  not  move  across  national  frontiers  and  that 
there  are  no  impediments  to  movements  within  a  country.  On  both  as- 
sumptions Ricardo  was  wrong.  In  the  nineteenth  and  early  twentieth 
centuries,  both  capital  and  labor  moved  across  national  frontiers  in 
large  amounts  and  numbers.  Relatively  speaking,  these  movements  have 
become  a  trickle  since  1914.  Across  state  or  regional  boundaries,  move- 
ments are  not  so  unrestricted  as  Ricardo  assumed.  Indeed,  there  are  no 
immigration  laws  to  contend  with  or  exchange  control  or  discrimination 
against  foreigners.  Yet  it  is  interesting  that  in  1948,  for  example,  per 
capita  income  in  Mississippi  was  $758  as  compared  with  $1,891  in  New 
York  State,  $1,817  in  Illinois,  and  $1,651  in  California,  or  40,  42,  and  45 
per  cent  of  the  per  capita  income  in  these  states, 
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The  most  common  explanation  (e.g.,  by  Colin  Clark  and  L.  Bean)  of 
differences  of  income  is  variations  in  employment  structure,  but  this  is 
not  always  convincing.  One  state  with  large  agricultural  employment 
may  have  a  per  capita  income  one  and  one-half  times  as  much  as  an- 
other with  the  same  proportion  of  agricultural  jobs.  Dr.  Perloff  has  pre- 
sented the  information  in  Table  14-5. 

Table  14-5.  States  with  Similar  Sector-employment  Patterns  but  Widely 
Different  Per  Capita  Incomes,  1950 f 


State 

Percentage  of  employed  persons  in 

Per  capita 

Agriculture,  etc. 

Manufacturing,  etc. 

Services 

income,  1950f 

Iowa 

Georgia 

Delaware 

Maine 

29 

22 

9 

11 

11 

13 

3 

7 

21 
30 
42 
40 
19 
21 
49 
47 

50 

48 
49 
48 
70 
66 
48 
46 

$1,413 

967 

1,956 

1,157 

Nevada 

Florida 

1,882 
1,201 

Connecticut 

New  Hampshire . . 

1,789 
1,310 

f  There  are,  of  course,  other  cases  in  which  the  parallelism  is  striking,  for  example: 


Tennessee . 
Georgia . . . 


22 
22 


30 
30 


48 
48 


$967 
967 


source:  H.  S.  Perloff,  "Interrelations  of  State  Income  and  Industrial  Structure," 
Review  of  Economics  and  Statistics,  1957. 

How  can  one  explain  the  persistence  of  such  large  variations  of  per 
capita  income  within  a  country?  To  some  extent  these  may  be  explained 
by  statistical  incomparability.  Mississippi  has  more  children  relative  to 
total  population,  more  agricultural  workers  (low  income),  more  Negroes 
(low  income),  lower  cost  of  living,  and  hence  smaller  real  differences; 
but  genuine  differences  still  remain.  Yet  why  do  not  the  agricultural 
workers  and  particularly  the  Negroes  move  to  higher-income  occupations 
and  states?  Indeed,  there  is  movement  from  farm  to  city,  from  South  to 
North,  from  North  to  West,  and  a  net  movement  from  South  to  West. 
For  example,  from  1929  to  1948,  whereas  the  population  of  New  England, 
the  Middle  Eastern  states,  and  the  Pacific  Northwest  rose  1.1,  1.2,  and 
4.3  times  as  much  as  the  natural  increase,  in  the  Southeast  and  West 
North  Central  states,  the  percentages  were  0.5  and  O.6.36  And  as  has 
been  noted  earlier,  per  capita  incomes  rose  much  more  in  the  South 
than  in  the  North.  That  the  rise  of  per  capita  income  has  been  dis- 

36  U.S.  Department  of  Commerce,  Economic  Development  Atlas,  1950. 
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appointing  in  the  Far  West  (108  and  77  per  cent  in  the  Pacific  North- 
west and  Pacific  Southwest,  respectively,  as  compared  with  107  per  cent 
in  the  country  and  179  per  cent  in  the  Southeast)  is  to  be  explained  by 
the  large  influx  of  people  into  the  Far  West. 

But  why  have  differences  not  associated  with  equalizing  factors  (e.g., 
number  of  children)  not  been  eliminated?  Ignorance,  lack  of  resources 
required  for  movement,  noneconomic  factors  (e.g.,  a  preference  for 
living  in  Mississippi  to  living  in  California) — these  are  among  the  ex- 
planations. The  sluggishness  of  movement  relates  especially  to  labor  and 
to  some  extent  to  management.  But,  as  noted  earlier,  capital  moves  with 
great  ease  across  regional  frontiers.  Under  modern  corporate  enterprise 
with  more  than  90  per  cent  of  capital  of  corporations  obtained  without 
appeals  to  the  market,  the  corporation  allocates  its  capital  on  the  basis  of 
returns  to  be  expected.  A  Northern  steel  or  textile  firm  compares  costs 
of  producing  and  selling  North  and  South,  East  and  West,  and  on  the 
basis  of  estimated  returns  the  corporation  then  invests.  With  large 
supplies  of  labor  available,  rich  resources,  and  proximity  to  rich  markets 
in  the  South,  the  steel  company  will  divert  some  of  its  capital  to  that 
region.  With  capital  so  mobile  and  labor  considerably  less  mobile,  labor 
in  the  regions  experiencing  competitive  losses  suffers  the  more  because 
it  loses  so  easily  its  complementary  agent,  capital. 

Obviously  a  region  that  has  a  disproportionate  investment  in  industries 
that  are  losing  ground  must  find  outlets  elsewhere  and  for  the  reasons 
given  is  likely  to  lose  ground.  Table  14-6,  for  example,  shows  the  trend 
of  various  industries : 

Table  14-6.  Percentage  of  Employment 


1951 


Textiles,  apparels,  and  shoes 

Chemicals,  petroleum,  and  rubber 

Primary  metals 

Metals,  machinery,  instruments,  etc.  (five  major  indus- 
tries)   


1899 

1939 

28.5 

20.7 

4.6 

6.6 

8.6 

24.0 

19.4 
7.5 
8.6 

33.1 


source:   U.S.  Census  of  Manufactures,  1947,  II,  various  pages;  and  1951  Annual 
Survey  of  Manufactures,  Advance  Report,  Series  MAS  5/24,  Mar.  11,  1953,  p.  7. 


Again,  here  is  a  comparison  of  employments  in  three  rather  weak 
manufacturing  industries  (textiles,  apparels,  and  leather  and  products 
of  leather)  with  eight  relatively  strong  industries  (chemicals  and  allied 
products;  rubber  products;  primary  metal  industries;  fabricated  metal; 
electrical  machinery;  other  machinery;  transportation  equipment;  instru- 
ments and  related  products).  The  1947  Census  gave  the  following  per- 
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centages  of  employment  in  the  three  weak  to  the  eight  strong  industries: 
South  Atlantic,  204;  East  South  Central,  89;  New  England,  83;  Middle 
Atlantic,  62;  West  North  Central,  40;  West  South  Central,  32;  Pacific,  19; 
Mountain,  12;  and  East  North  Central,  10.  It  would  be  expected  that 
Northern  states  with  high  wages  and  a  substantial  percentage  of  em- 
ployment in  the  three  weak  industries  would  experience  difficulties  and 
that  Southern  states  would  also  not  grow  so  rapidly  as  other  regions 
given  the  distribution  of  their  industries,  although  this  factor  may  be 
offset  by  their  low  costs. 

An  examination  of  employment  trends  over  twenty  years  (1929  to 
1949)  shows  that  New  England's  gains  in  manufacturing  have  been 
small.  For  the  whole  country  the  relative  proportion  of  manufacturing 
employment  had  risen  by  1.84  per  cent;  for  New  England,  only  0.31 
per  cent;  for  the  Central  states,  4.03  per  cent;  Southeast,  3.77  per  cent; 
Middle  East,  2.77  per  cent.  Nor  do  gains  in  non-commodity-producing 
industries  (tertiary)  necessarily  accrue  to  the  high-income  regions.  The 
South  has  a  larger  percentage  than  New  England,  and  the  high-income 
industrial  Central  states  have  but  46.22  per  cent  of  employment  in  these 
industries  as  compared  with  61.25  per  cent  in  the  Far  West  and  56.60 
per  cent  in  the  Middle  East.  Among  these  industries,  government,  trade, 
and  miscellaneous  gained  especially,  and  by  comparison  transportation, 
finance,  industry,  and  real  estate  have  lost  considerable  ground.37 

The  trend  continued  in  later  years.  From  1947  to  1954,  factory  jobs  in 
the  country  rose  by  5  per  cent;  in  New  England  they  declined  by  9  per 
cent.  In  the  years  1947  to  1953,  however,  New  England's  manufacturing 
employment  rose  by  7.7  per  cent  but  only  40  per  cent  as  much  as  in  the 
nation.  That  New  England's  value  added  in  manufacturing  rose  about 
70  per  cent  as  much  as  the  nation's  reflects  movements  into  high-valued 
( advanced )  industries  at  a  greater  rate  than  in  the  nation.38 

In  summary,  factor  movements  tend  to  bring  about  an  equalization 
of  income  among  regions.  The  equalization  may  be  quickened  by 
government  aid  for  the  regions  gaining  ground  (though  it  should  be 
noted  that  government  operations  may  also  prevent  or  slow  up  losses  for 
low-income  regions,  as,  for  example,  in  the  attempts  in  the  thirties  to 
keep  incomes  in  agricultural  regions  from  declining  precipitously).  For 
the  regions  losing  ground,  the  intervention  of  the  government  on  behalf 
of  low-income  (newly  industrialized)  regions  may  aggravate  the  prob- 
lems of  adjustment.  Without  the  usual  obstacles  to  trade  or  movement 
of   capital   and   labor  prevailing   among   countries,   the  losses   of  some 

37  These  figures  are  all  based  on  U.S.  Department  of  Commerce,  Regional  Trends 
in  the  United  States,  1953. 

38  S.  E.  Harris,  New  England  Textiles  and  the  New  England  Economy,  Report  to 
the  Conference  of  New  England  Governors,  1956,  pp.  40,  49. 
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regions  and  gains  of  others  may  be  at  an  uncomfortable  rate.  The  outlets 
for  capital  and  labor  displaced  in  the  losing  regions  are  limited,  though 
the  seriousness  of  the  situation  may  be  concealed  by  large  government 
outlays  and  resultant  high  levels  of  employment.  Under  these  conditions, 
mobility  improves.  No  serious  obstacles  to  trade  prevail,  although  factor 
movements  are  large.  Among  countries  with  factor  movements  greatly 
restricted  and  hence  the  gains  of  trade  correspondingly  increased,  trade 
restrictions  are  manifold. 

It  has  been  suggested  to  me  that  I  should  state  the  appropriate  welfare 
assumptions  in  analyzing  Federal  policies  that  raise  the  economic  level 
of  some  regions  in  part  at  the  expense  of  others.  Clearly  a  national  ob- 
jective is  to  raise  the  average  income  of  the  low-income  states.  That  was 
what  President  Roosevelt  was  saying  when  he  referred  to  the  South  as 
the  No.  1  economic  problem  of  the  country.  Hence  the  policies  of  social 
security,  resource  development,  progressive  taxation,  and  price  supports 
for  agriculture,  which  were  bound  to  raise  the  economic  status  of  the 
underprivileged  areas  and  the  underprivileged  everywhere. 

What  can  the  spokesman  for  the  richer  regions  say  in  reply?  We 
should  know  the  facts.  Irrespective  of  objectives,  it  is  important  to 
estimate  the  magnitude  of  the  transfers.  In  this  connection,  the  author 
studied  the  extent  of  the  transfers  over  a  period  of  twenty  years.  The 
major  Southern  industrial  states,  for  example,  receive  back  three  times 
as  much  compared  with  the  Federal  taxes  borne  by  them  than  does  New 
England  and  a  fortiori  vis-a-vis  New  York.  New  England  receives  about 
one-sixth  as  much  government  financing  as  might  be  expected  from  her 

ff  economic  importance.  The  transfers  are  then  large.39 

At  what  rate  should  these  transfers  be  made?  To  what  extent  should 
the  migration  of  industry,  which  raises  problems  of  adjustment  for  the 

I  North,  be  considered  in  determining  the  rate  of  build-up  of  the  South 

and  West?  What  is  the  responsibility  of  the  Federal  government  in 
helping  bring  about  adjustments  in  the  North  required  as  a  result  of 
Federal  policies  favoring  other  regions?  To  what  extent  should  the  pace 
of  these  transfers  be  modified  according  to  the  over-all  economic  situa- 
tion? (Here  it  may  be  assumed  that  adjustments  are  easier  in  periods  of 
full  or  overfull  employment,  for  new  jobs  are  more  easily  found  in  the 
North.  But  this  is  just  the  period  when  Federal  spending  is  to  be  dis- 
couraged.) Above  all,  should  not  the  various  programs  be  assessed  as  a 
|  whole  and  both  constructive  effects  in  the  South  and  West  and  adjust- 

ment problems  in  the  North  be  assessed?  A  loss  of  a  million  jobs  is 
I  likely  to  be  more  costly  in  the  North  than  a  gain  of  a  million  jobs  in  the 

South  and  West. 


These  issues  are  explored  in  a  substantial  study,  ihid.,  pp.  110-164, 
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Some  Aspects  of  Adjustment 
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CHAPTER  15 

Problems  of  International  Adjustment 


Introduction 

In  the  century  before  1914,  international  trade  was  carried  on  with  a 
minimum  of  restrictions  and  upheavals.  Of  course,  all  major  countries 
did  not  stay  on  gold  continuously,  for  there  were  periods  of  international 
panic — e.g.,  consider  the  gold  shortage  in  the  United  States  in  the  1890s 
— and  there  were  periods  of  restrictions  on  gold  payments  on  the  Con- 
tinent. But  in  general  gold  was_  supreme. ,_ The  price  of  gold  was  fixed  in 
terms  of  the  domestic" "currency;  devaluations  were  rare.  (The  United 
States  had  experienced  but  one  devaluation  before  that  of  1933-1934.) 
^Dollar  shortages,  ^exchange  depreciation,  exchange  control,  inconverti- 
bility, Multiple  exchange  rates;quotas,  and 'a  host  of  other  problems  that 
plague  the  world  today  were  virtually  unknown. 

Why  did  the  system  work,  even  if  not  perfectly,  in  the  period  between 
the  Napoleonic  Wars  and  World  War  I?1  Undoubtedly,  British  leader- 
ship contributed  toward  its  smoothly  functioning  system.  The  British 
found  it  to  their  interest  to  support  free  trade  and  the  allocation  of  re- 
sources on  the  principle  of  comparative  advantage.  According  to  the 
relative  plenitude  of  supplies  of  factors  and  their  quality  (coal,  steel, 
high  skills  in  manufacturing,  large  savings),  the  British  could  deploy 
their  resources  in  the  most  effective  manner.  Their  major  strength  lay 
in  manufacturing  and  their  objective  to  export  British  manufactures  in 
exchange  for  foreign  food  and  raw  materials. 

British  savings  were  large;  the  world  relatively  peaceful.  It  was  in 
the  interest  of  the  British  to  export  part  of  their  savings  in  order  to 
exploit  the  resources  of  underdeveloped  countries,  inclusive  of  the 
United  States.  Here  the  interests  of  the  private  investor  and  the  nation 
were  one:  higher  returns  for  the  former  and  cheaper  food  and  raw 
materials  for  the  nation.  Furthermore,  the  large  outflow  of  capital,  far 
greater   relative   to   income   than   capital   outflow   and   aid   relative   to 

1  Cf.  Chap.  10,  where  this  issue  is  considered  at  greater  length. 
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United  States  income  since  World  War  I,  financed  the  excess  of  imports 
of  these  countries  without  great  disturbances. 

Where  some  countries  tended  to  expand  too  rapidly  with  the  resultant 
rise  of  imports  and  decline  of  exports,  gold  flowed  out  with  corrective 
effects  on  prices  and  incomes:  reduced  prices  and  incomes  for  the 
country  losing  gold  and  the  reverse  for  those  gaining  gold.  At  least  this 
is  the  simple  theory,  and  events  did  not  seem  to  deviate  too  far  from 
those  suggested  by  it. 

Chaos  since  1913 

What  has  happened  since  1913  to  bring  chaos  into  international 
economic  relations?  First,  there  has  emerged  a  division  of  authority. 
France  and  the  United  States  began  to  challenge  Britain's  hegemony  in 
international  economic  relations.  These  countries  might  prefer  to  hoard 
gold  and  thus  upset  the  equilibrating  influence  of  gold  movements  and 
embarrass  the  rest  of  the  world,  which  would  then  have  to  deflate  its 
economies.  (It  is  not,  however,  clear  that  the  hoarding  propensities  of 
this  country  were  always  as  great  as  Keynes,  for  example,  sometimes 
claimed. ) 

Second,  the  new  power  in  international  economic  relations  (latterly 
the  United  States)  might  not  assume  the  responsibilities  generally  as- 
sociated with  a  creditor  country.  Her  tariff  policy  might  discourage 
the  imports  required  to  liquidate  debt  or  at  least  ensure  adequate 
financing.  The  exportation  of  capital  might  not  be  on  the  scale  required 
of  the  creditor  nation,  or  at  the  very  least  the  flow  might  be  most  uneven 
and  erratic.  But  the  United  States  is  sometimes  unfairly  charged  with 

{irresponsible  behavior  here.   For  example,  in  the  thirties,   the  uneasy 
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political   situation   in   Europe   accounted  for  a  perverse  movement  of 
capital  into  the  United  States,  and  the  epidemic  of  defaults  with  the 
Great  Depression  and  the  rise  of  nationalism  since  naturally  discouraged 
exports  of  capital  by  private  investors  in  the  United  States. 
%  Third,  the  trouble  lay  in  part  with  the  countries  embarrassed  by  un- 

favorable balances  of  payments.  In  such  advanced  countries  as  Great 
Britain  and  France,  a  kind  of  economic  arteriosclerosis  had  set  in.  Their 
costs  had  become  rigid;  when,  as  in  the  British  case,  they  pursued  wrong- 
I  headed    monetary   policies    which   required    declines    in   money    costs, 

rigidities  became  an  almost  insuperable  obstacle.  Although  there  was  a 
tendency  to  move  into  industries  experiencing  rising  demand,  often  the 

(movements  were  sluggish. 
It  would,  however,  be  a  mistake  to  conclude  that  progress  has  not 
I  been  substantial.  The  shift  has  been  from  the  weak  to  the  strong  in- 

dustries.  Some  figures  for  the  United  Kingdom  for  1901  to   1952  are 
shown  in  Table  15-1.  Whereas  there  was  a  loss  of  299,000  jobs  in  textiles, 
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Table  15-1.  Changes  in  Employment,  Percentage,  1901  to  1952 

Coal  mining —  4 

Cotton  manufacture —49 

Woolen  manufacture —  20 

Agriculture  and  fishing — 17 

Building  and  contracting +34 

Chemicals +366 

Metal  goods  and  engineering +185 

there  was  a  gain  of  376,000  in  chemicals  and  2,675,000  in  metal  goods 
and  engineering.  What  is  more,  real  national  income  had  risen  by  97 
per  cent  in  fifty  years  (stable  prices)  and  per  capita  income  by  60  per 
cent  (primarily  since  1910 ).2 

Despite  these  gains,  however,  there  has  been  plenty  of  trouble  for  the 
older  industrial  nations.  When  confronted  with  international  disequi- 
librium, they  tended  to  protect  themselves  in  ways  contrary  to  nine- 
teenth-century principles.  Economists  for  years  have  been  saying  that  a 
country  in  a  strong  bargaining  position  might  improve  its  terms  of  trade 
by  introducing  protectionism.  As  the  largest  free-trade  market,  the  British 
might  force  concessions  by  introducing  protectionist  devices:  tariffs  or 
exchange  depreciation.  The  British  embarked  on  protectionism  after 
World  War  I  not  only  as  a  means  of  controlling  imports  when  exports 
were  being  threatened  and  as  a  means  for  improving  its  terms  of  trade, 
but  also,  again  under JKeynes's  persuasive  powers,  in  order  to  restrict 
capital  exports  that  could  not  easily  be  balanced  by  exports. 

Fourth,  and  probably  most  important,  there  have  been  the  effects  of 
two  major  wars,  the  cold  war,  and  the  political  upheavals  associated 
with  these  events.  The  result  has  been  a  tremendous  burden  on  the 
adjustment  mechanism.  The  loss  of  output,  particularly  in  war  zones;  the 
diversion  to  war  uses;  the  pressure  to  expand  domestic  investment  in  the 
post- World  War  II  period  because  of  war  losses  and  great  political  un- 
certainties; in  the  struggle  against  communism  the  need  of  maintaining 
consumption  standards  inclusive  of  fringe  payments,  which  greatly  in- 
crease and  rigidify  costs;  the  loss  of  important  markets  related  to  the 
cold  war;  the  reduced  relative  prices  and  incomes  for  gold-producing 
countries  and  economies  related  to  them;  the  reduced  income  from  in- 
visible items  (e.g.,  foreign  investments);  the  tendency  of  underdeveloped 
countries  in  response  to  the  rising  nationalism  to  become  more  self-suf- 
ficient in  manufactures  and  to  discourage  agricultural  output,  with  re- 
duced imports  from  older  industrial  nations  and  less  favorable  terms  of 
trade  for  Europe  compared  with  prewar  years — these  are  among  the 
concatenation  of  factors  which  greatly  weakened  the  international  posi- 

2  British  Information  Service,  "Fifty  Years  of  Progress  in  British  Factories,"  Labour 
and  Industry,  September,  1953,  pp.  114-115. 
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tion  of  the  European  nations  in  particular  and,  to  some  extent,  of  Asiatic 
countries. 

One  aspect  of  this  problem  should  not  go  unnoticed.  In  the  years  since 
1929,  there  has  been  much  greater  emphasis  upon  domestic  economic 
conditions  and  less  on  international  equilibrium  than  there  was  at  least 
in  the  century  preceding  1929.  This  shift  of  emphasis  is  to  be  associated 
at  least  in  part  with  the  lessons  of  Keynesian  economics  and  in  part  with 
the  substantial  problems  of  unemployment.  Whereas  British  economic 
policy  (and  to  some  degree  American  policy)  had  rested  on  the  assumed 
need  of  moving  toward  equilibrium  in  the  balance  of  payments  ( note  the 
unwise  and  devastating  monetary  policies  of  the  British  in  the  1920s  and 
the  foolish  policies  of  repayment  of  debt  and  related  contraction  of 
monetary  supplies  of  the  United  States  in  the  last  quarter  of  the  nine- 
teenth century),  since  1929  the  emphasis  has  been  shifted  to  the  primacy 
of  domestic  objectives:  full  employment  and  with  it  a  growing  economy. 
Once  the  countries  relatively  more  affected  in  their  international  eco- 
nomic positions  by  the  results  of  the  wars  and  political  upheavals  and 
uncertainties  concentrate  their  attention  on  such  problems  as  full  em- 
ployment, redistribution  of  income,  public  consumption,  etc.,  they  in- 
crease the  strain  on  the  balance  of  payments.  They  not  only  divert  re- 
sources from  exports  to  domestic  investment  and  consumption  but  also 
tend  to  stimulate  imports,  which  are  encouraged  by  the  general  rise  of 
investment  as  well  as  the  high-income  and  high-employment  policies. 
These  programs  also  tend  to  raise  prices  and  costs  and  to  this  extent  also 
to  discourage  exports  and  stimulate  imports. 

Exchange  Depreciation:  A  Mixed  Blessing 

It  is  clear  that  there  were  strong  forces  at  work  operating  to  dis- 
equilibrate  the  balance  of  payments  of  many  countries,  but  it  has  often 
been  suggested  that  the  countries  suffering  from  pressure  on  their 
balance  of  payments  could  have  solved  their  problems  if  they  had  cut 
imports  or  raised  exports  sufficiently.  However,  soon  after  World  War 
II,  when  the  excess  of  imports  into  Western  Europe  reached  $10  billion 
to  $11  billion  a  year,  or  perhaps  10  per  cent  of  its  national  income,  this 
would  have  been  a  difficult  task.  The  economic  sacrifices  involved  would 
have  jeopardized  many  governments  already  in  a  precarious  position.  But 
the  case  could  be  argued  with  greater  strength  when  this  deficit  had 
been  cut  to,  say,  3  per  cent  of  national  income.  (The  deficit  is  higher 
if  allowance  is  made  for  the  repressed  imports  associated  with  abnormal 
restraints    on    imports    from    dollar    countries    and    the    stimulation    of 

»  European  export  trade  to  dollar  countries  not  associated  with  the  free 

market. ) 
\  The  charge  has  been  made,  particularly  by  Professors  Viner  and  Fried- 
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man,  that  governments  have  not  resorted  to  variations  in  exchange  rates 
often  enough.  Failure  to  have  recourse  to  depreciation  is,  indeed,  an 
interesting  subject  for  investigation.  In  the  thirties,  there  had  been  an 
epidemic  of  revisions  of  exchange  rates.  Why  had  not  similar  policies 
been  followed  in  the  forties  and  early  fifties?  Perhaps  one  reason  was  a 
dissatisfaction  with  the  results  in  the  thirties  or  else  the  changed  situation 
after  World  War  II.  In  the  Great  Depression,  exchange  depreciation 
served  the  useful  purpose  of  freeing  countries  from  the  restrictionist 
monetary  policies  necessary  under  gold.  Once  it  was  admitted  that  goldj 
parities  did  not  have  to  be  maintained,  then  each  country  could  pursue 
expansionist  monetary  and  fiscal  policies  without  excessive  concern  over] 
international  repercussions.  This  was  undoubtedly  the  major  gain  of  the 
epidemic  of  devaluations  of  currencies  in  the  thirties.  The  response  of 
exports  and  imports  was  not  what  might  have  been  expected  for  the 
following  reasons:  First,  devaluation  by  one  country  became  a  signal  for 
similar  practices  by  other  countries.  Hence  competitive  gains  were  not 
made — virtually  every  country  ultimately  followed  the  British  in  their 
descent,  and  even  the  United  States,  which  could  not  defend  devaluation 
on  grounds  of  international  disequilibrium  but  might  support  it  on  the 
'grounds  of  disequilibrium  for  an  important  economic  and  political  group. 
Second,  with  the  accompanying  rise  of  income  (absolute  or  relative), 
there  was  a  response  of  imports  (absolute  or  relative).  I  remind  the 
reader,  however,  of  the  relative  monetary  and  income  expansion  accom- 
panying devaluation. 

This  experience  in  the  thirties  undoubtedly  influenced  later  policy 
makers.  They  had  learned  that  the  net  results  of  a  depreciation  were 
uncertain  because  there  was  uncertainty  concerning  the  exchange  be- 
havior of  competitors.  In  the  forties  and  fifties,  however,  this  concern 
over  the  potential  depreciation  of  competitors  should  not  have  been 
so  great  as  in  the  thirties,  for  it  was  not  likely  that  the  United  States 
would  follow  devaluations  abroad.  Hence  a  competitive  gain  might  be 
made  vis-a-vis  the  United  States.  But  it  should  not  be  forgotten  that 
there  were  serious  competitive  problems  among  countries  for  the  avail- 
able supply  of  dollars  and  even  for  other  currencies.  With,  say,  $10  billion 
to  $12  billion  made  available  each  year,  the  British  were  much  more 
interested  in  the  dollars  they  could  get  at  the  expense  of  others  than 
in  an  increased  pool  of  dollars,  for  the  major  gains  would  be  at  the 
expense  of  others  rather  than  out  of  additional  dollars  produced  by  a 
devaluation.  (I  shall  comment  on  this  point  further.)  Once  devaluation 
was  allowed  in  1949,  the  British  soon  discovered  that  ( as  in  the  thirties ) 
the  major  potential  gains  were  lost  because  most  countries  followed 
sterling  and  partly  lost  because  inflationary  pressures  associated  with 
depreciation  were  not  adequately  checked.  Moreover,  neither  the  British 
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nor  many  other  countries  could  count  upon  a  large  gain  resulting  from 
a  reduction  of  imports  associated  with  an  increased  price  for  the  dollar. 
They  had  learned  how  to  deal  with  imports  through  quotas,  exchange 
control,  etc.  The  restrictionist  effects  on  imports  had  been  largely 
achieved  before  depreciation  had  been  introduced.  Finally,  the  fear 
of  inflation  dulled  the  enthusiasm  for  exchange  depreciation. 

I  can  list  many  other  reasons  for  a  lack  of  enthusiasm  for  exchange 
depreciation,  but  before  I  list  any,  may  I  add  that  in  Chapter  25  I  deal 
with  the  devaluations  of  the  thirties  and  the  depreciation  of  1949,  and 
some  problems  skipped  over  lightly  here  are  discussed  more  fully  there. 
Many  countries  were  fearful  of  the  effects  of  a  deterioration  in  their 
terms  of  trade,  though  by  1950  their  major  concern  was  excessive  im- 
ports rather  than  terms  of  trade.  Effects  on  the  terms  of  trade  had  been 
a  concern  of  Keynes  as  early  as  1929,  when  he  could  envisage  deprecia- 
tion as  a  means  of  increasing  dollar  receipts  through  a  reduction  of 
costs  in  world  markets.  But  he  was  concerned  over  both  the  resultant 
deterioration  in  the  terms  of  trade  and  the  low  elasticity  of  demand  for 
exports.  Again,  countries  with  staple  crops  for  which  the  demand  was 
highly  inelastic  preferred  to  maintain  the  value  of  their  currency,  thus 
assuring  themselves  high  dollar  proceeds  for  their  exports.  When  the 
general  situation  suggested  an  overvalued  currency,  they  preferred  to 
combine  some  control  of  imports  and  multiple  exchange  rates.  When 
there  was  a  substantial  elasticity  of  supply  at  home  and  high  elasticity  of 
demand  abroad  and  hence  the  stimulus  of  exchange  of  many  units  of 
domestic  currency  for  a  dollar,  say,  prevailed,  the  exporter  of  a  com- 
modity (e.g.,  meat)  was  allowed  many  units  of  local  currencies  for  a 
dollar,  but  when  supplies  were  inelastic  and  the  demand  inelastic  (e.g., 
coffee ) ,  the  price  offered  in  domestic  currencies  was  low.  In  this  manner, 
the  currency  might  be  depreciated  but  in  a  way  which  reduced  the  terms 
of  trade  to  a  minimum.  In  similar  fashion,  petroleum-  or  copper-export- 
ing nations  might  offer  companies  exporting  coffee  or  petroleum  and 
requiring  domestic  currency  relatively  few  units  of  local  currencies  in 
exhange  for  dollars.  In  this  manner,  the  country  not  only  maintained  the 

!  exchange  value  of  its  currency  for  exports  of  commodities  subject  to  in- 

elastic demand  but  also  secured  an  effective  method  of  taxation  from  the 
groups  most  able  to  pay  taxes. 

The  multiple-exchange-rate  system  was  one  under  which  the  au- 
thorities tended  to  set  a  different  rate  according  to  need.  When  a  de- 
preciation from  50  to  25  cents  would  greatly  reduce  the  returns  in  local 
currency  and  mean  a  large  deterioration  in  the  terms  of  trade  not  offset 
by  an  adequate  expansion  of  exports,  the  authorities  might  set  a  rate 
of,  say,  40  cents.  Differential  rates  both  for  exports  and  for  imports 
(e.g.,  a  50-cent  rate  for  purchase  of  necessaries)  would  mean  that  a 
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depreciation  of  X  percentage  would  be  more  effective  than  an  across- 
the-board  decline. 

A  country  faced  with  an  imbalance  in  its  international  accounts  will 
consider  a  revision  of  exchange  rates  as  an  easy  way  of  solving  its  prob- 
lem of  imbalance.  But  it  first  must  be  prepared  to  make  the  necessary 
sacrifices:  more  exports  and/or  less  imports.  Politically  there  may  be 
serious  difficulties,  and  the  economist  should  not  leave  the  political  prob- 
lems out  of  consideration.  Furthermore,  the  authorities  will  not  be 
certain  of  the  appropriate  rate  at  the  time  of  the  change,  and  besides,  a 
successful  revision  awaits  complementary  policies.  In  the  British  ex- 
perience of  1949,  for  example,  the  British  had  to  estimate  ( 1 )  the  effects 
of  speculation  on  the  rate,  both  in  depressing  the  rate  in  anticipation  of 
depreciation  and  in  raising  it  once  the  rate  had  fallen;  (2)  the  appro- 
priate price  and  wage  policy  which  would  support  a  reduced  price  of 
British  commodities  abroad;  (3)  the  price  elasticity  of  demand  for 
British  exports  as  well  as  any  changes  in  the  state  of  demand.  Failure 
to  anticipate  the  Korean  War  weakened  the  British  international  position 
following  depreciation,  for  prices  of  imports  rose  spectacularly,  and  the 
resultant  rise  of  demand  and  income  abroad  pointed  to  reductions  in 
world  prices  brought  on  by  depreciation  which  were  not  required. 
On  the  other  hand  wages  and  prices  rose  in  the  United  Kingdom  with 
a  result  that  the  competitive  gains  were  to  a  considerable  extent  wiped 
out. 

I  am  not  sure  that  I  agree  fully  with  Professor  Hicks  that  the  British 
worker  would  not  make  the  sacrifices — and  hence  the  failure  of  the  de- 
valuation. British  wages  actually  became  cheaper  in  dollars.  In  the  years 
1950  to  1953  weekly  wages  had  risen  by  but  15  per  cent  (average  of 
four  years)  and  the  price  of  the  dollar  by  43  per  cent.  Even  in  1953 
wages  were  up  only  two-thirds  as  much  as  the  dollar.3 

It  may  be  added  that  devaluation  would  have  been  a  greater  failure 
had  not  the  British  used  planned  techniques  for  stimulating  exports  and 
discouraging  imports.  Only  thus  and  because  of  the  rising  incomes  every- 
where can  we  explain  a  much  greater  rise  of  exports  in  the  years  1950 
to  1952  than  in  the  thirties,  and  this  despite  the  fact  that  the  1949 
devaluation  sprang  from  a  full-employment  economy  and  the  1931  one 
from  a  heavily  depressed  economy.  In  1931,  devaluation  had  the  great 
merit  of  containing  the  progress  of  deflation;  in  1949,  the  demerit  of 
strengthening  the  forces  of  inflation. 

It  has  been  held  by  Professor  Viner  and  others  that  the  failure  to 
adopt  exchange  depreciation  quite  frequently  was  based  on  inaccurate 
estimates  of  the  price  elasticity  of  demand  for  exports.  Beginning  with 
Keynes,  estimates  of  price  elasticity  of  demand  for  exports  have  been 

3  This  episode  is  discussed  fully  in  Chap.  25. 
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low.  Obviously,  it  would  be  foolish  to  allow  exchanges  to  depreciate, 
say,  by  one-half  if  the  net  effect  was  to  be  a  substantial  fall  in  the  dollar 
receipts  (inclusive  of  savings  on  imports  as  dollar  prices  rose),  as  ex- 
port prices  on  world  markets  declined  greatly  and  sales  responded 
inadequately. 

In  the  last  few  years,  Orcutt,  Viner,  Machlup,  Adler,  and  others  have 
contended  that  price  elasticities  are  much  higher  than  they  so  far  have 
seemed  to  be.  Among  the  reasons  adduced  in  support  of  the  high 
elasticity  in  recent  studies  as  compared  with  earlier  ones  are  the  follow- 
ing: the  importance  of  elasticity  after  the  passage  of  sufficient  time  to 
allow  the  build-up  of  new  markets  at  the  reduced  prices  (earlier  studies 
had  measured  elasticity  within  a  brief  span  of  time  following  the  drop 
of  price);  past  studies  which  concentrated  too  much  on  raw  materials 
for  which  demand  is  inelastic;  a  failure  to  eliminate  the  effects  of  cyclical 
movements,  that  is,  a  decline  in  prices  is  accompanied  by  a  reduction 
of  income  abroad  which  conceals  the  high  price  elasticity  (but  note  that 
in  the  postwar  period,  the  decline  of  prices  following  devaluation  was 
accompanied  by  a  rise  of  income);  and  the  interdependence  of  supply 
and  demand,  that  is,  elasticity  of  demand  is  higher  than  it  seems  to  be 
because  the  reduction  of  world  price  (and  the  rise  of  price  in  domestic 
currencies)   results  in  an  expansion  of  supply  for  export  markets. 

Yet  admitting  all  of  this,  I  am  not  convinced  that  pessimistic  estimates 
by  economists  of  the  price  elasticity  of  demand  for  exports  were  the 
major  explanation  of  exchange-rate  policy.  I  shall  suggest  below  that 
there  have,  in  fact,  been  many  changes  in  rates.  But  aside  from  this,  the 
exchange-rate  policy  was  determined  by  other  considerations.  Ignorance 
of  the  real  elasticities  of  demand  was  probably  more  important  than 
underestimation.  We  are  still  in  the  dark  on  this  matter.  In  order  to 
measure  real  elasticities,  the  country  considering  depreciation  must  con- 

tsider  the  behavior  of  its  competitors  and  chief  suppliers.  Here  is  a  large 
element  of  uncertainty.  The  British  gained  less  in  1949  because  many 
competitors  followed  sterling  down.  Demand  for  British  manufactures 
may  be  highly  elastic  in  the  United  States,  as  Adler  claims,  but  it  is 
J;  less  in  so  far  as  competitors,  inclusive  of  United  States  competitors,  meet 

British  concessions.  Even  those  with  optimistic  estimates  frequently  fail 
to  take  into  account  such  factors  as  the  following:  the  high  price  to  the 
American  consumer  compared  with  the  price  of  the  export  content  and 
hence  the  much  smaller  elasticity  for  the  foreign  items  derived  from  the 
I  small  percentage  concession  to  the  ultimate  buyer  compared  with  the 

■'  large  relative  concession  made  by  the  exporter.  They  do  not  always  take 

|  into  account  the  effect  on  elasticities  of  the  product  of  one  country  of 

concomitant  depreciation  of  other  countries,  nor  do  they  consider  re- 
taliatory behavior  on  the  part  of  countries  confronted  with  more  aggres- 

fa 
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sive  competition.  United  States  protectionism  in  the  fifties  stems  in  part 
from  the  fears  engendered  by  the  series  of  devaluations  in  recent  years. 

Another  uncertainty  revolves  around  the  state  of  demand  abroad.  In 
the  early  postwar  period  with  large  deficiencies  of  traded  goods,  a 
country  resorting  to  depreciation  was  offering  a  concession  in  prices 
that  was  not  required  under  the  favorable  demand  conditions  then 
current.  A  related  uncertainty  was  the  response  of  supplies  for  ex- 
ports as  foreign  buyers  reacted  to  reduced  prices.  Here  again,  great 
pressures  on  resources  for  government,  for  investment,  for  the  backlog  of 
consumer  demand,  are  relevant.  Again,  in  view  of  the  difficulties  of  con- 
taining inflation,  few  countries  wanted  to  introduce  an  additional  force 
(i.e.,  depreciation)  tending  to  strengthen  inflationary  tendencies. 

I  am  not  convinced  that  the  studies  by  economists  on  the  price 
elasticity  of  demand  for  exports  have  discouraged  recourse  to  exchange 
depreciation  in  any  substantial  way.  I  have  discussed  earlier  the  broader 
issue  of  the  adequacy  of  price  elasticities  as  against  income  effects  in 
dealing  with  the  problem  of  variations  in  exchange  rate,  and  one  should 
recall  Morgan's  skepticism  concerning  the  usefulness  of  studies  of 
elasticities  for  measuring  the  effects  of  revisions  in  exchange  rates.4 
Aside  from  the  many  points  made  above,  authorities  had  learned  how  to 
deal  with  disequilibrium  in  other  ways.  They  had  to  introduce  exchange 
control  in  order  to  deal  with  troublesome  capital  movements;  and  with 
serious  shortages  prevailing  after  the  war,  they  found  it  convenient  to 
use  exchange  control  to  keep  nonessential  imports  out  in  order  to 
mobilize  all  foreign  exchange  for  the  most  effective  use  given  the  over- 
all objectives  of  the  nation.  These  measures  did  not  exclude  deprecia- 
tion but  integrated  exchange-rate  policies  with  the  over-all  objectives. 
The  greater  the  scarcities,  the  more  the  temptation  to  divide  up  the 
market  for  foreign  exchange,  and  the  more  the  market  was  divided  up 
on  the  basis  of  elasticities  of  supply  and  demand,  the  less  the  average 
depreciation  required  to  achieve  a  rise  of  exports  and/ or  a  reduction  of 
imports.  With  exchange  control  widely  used,  the  authorities,  of  course, 
depended  more  on  exclusion  of  imports  and  control  of  exports  to  achieve 
a  manner  of  balance  and  depended  less  on  the  price  mechanism  (e.g., 
depreciation).  But  it  should  be  noted  that  most  of  these  countries  used 
a  combination  of  market  control  (exchange  control)  and  the  price 
mechanism  (both  varying  exchange  rates  for  different  markets  and 
changes  in  the  over-all  rates  either  by  modifying  the  rates  or  by  chang- 
ing applicable  rates  for  different  transactions ) .  On  the  whole,  the  poorer 
countries  with  adequate  administrative  machinery  tended  to  favor  the 
more  complicated  rate  structures  and  controls. 

4E.  V.  Morgan,  "The  Analysis  of  Deflation,"  The  American  Economic  Review, 
June,  1955,  especially  p.  295. 
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Frequent  Use  of  Exchange  Depreciation 

Never  have  trading  nations  resorted  to  exchange  depreciation  to  the 
extent  that  they  have  since  the  outbreak  of  World  War  I  and  especially 
since  World  War  II.  It  is  entirely  wrong  to  assume  that  in  recent  years 
governments  resorted  to  exchange  control  and  only  to  exchange  control. 

From  1938  to  1954,  there  were  seven  countries  with  exchange  statistics 
available  which  had  no  recourse  to  depreciation,  but  these  were  dollar 
countries  accounting  for  only  2  per  cent  of  the  world's  export  trade. 
Switzerland,  with  1.5  per  cent  of  world  trade,  and  Canada,  with  6.5  per 
cent,  actually  raised  the  value  of  their  currencies  vis-a-vis  the  United 
States  dollar.  But  for  other  countries  the  price  of  the  dollar  rose  as  shown 
in  Table  15-2  from  1938  to  1954. 

Table  15-2 

Percentage  rise  in  price  of  dollars  No.  of  countries 

1-25  6 

26-50  5 

51-75  14 

76-200  3 

201-300  5 

301-26,000  8 

source:  Material  computed  from  International  Financial  Statistics,  April,  1954. 
Estimates  of  depreciation  are  rough  because  of  the  frequent  use  of  more  than  one 
rate,  especially  by  the  smaller  countries. 

A  rough  weighting  by  export  trade  of  the  countries  accounting  for 
close  to  two-thirds  of  export  trade  which  depreciated  their  currencies 
vis-a-vis  the  dollar  ( and  generally  there  was  more  than  one  drop )  reveals 
that  the  rise  in  price  of  the  dollar  weighted  by  trade  in  each  instance 
was  no  less  than  673  per  cent.  That  is  to  say,  these  forty-one  currencies 
depreciated  on  the  average  by  87  per  cent,  a  much  greater  depreciation 
even  than  in  the  Great  Depression.5 

The  calculation  in  Table  15-3  is  based  on  a  weighting  by  1952  export 
trade.  I  have  also  weighted  by  1938  export  trade,  a  weighting  which 
yields  a  rise  in  the  price  of  the  dollar  of  1,014  per  cent,  or  a  depreciation 
of  nondollar  currencies  (exclusive  of  the  Iron  Curtain  countries)  of  91 

5  These  are  rough  estimates.  The  dependencies  of  the  United  Kingdom  and  Conti- 
nental dependencies  were  classified  with  their  mother  country.  The  large  rise  in 
the  price  of  the  dollar  is  explained  by  phenomenal  depreciation  of  some  major 
countries  with  appreciable  amounts  of  trade:  The  price  of  the  dollar  in  Japanese 
yen  rose  by  97  times;  in  French  francs,  more  than  8  times;  in  Italian  lire,  32  times; 
in  Greek  drachmas,  255  times.  We  do  not  consider  Iron  Curtain  countries  here. 
The  rise  of  the  price  of  the  dollar  in  Hungarian  pengos  had  risen  by  10",  surely  a 
world's  record. 
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Table  15-3.  Percentage  Rise  in  Price  of  Dollar  and  Depreciation  of 
Forty-one  Nondollar  Currencies 
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1938  weighting 

1952  weighting 

Rise  price  of 
dollar 

Depreciation  of 
nondollar  cur- 
rencies 

Rise  price  of 
dollar 

Depreciation  of 
nondollar  cur- 
rencies 

1,014 

91 

673 

87 

Average  of  two  =  89  per  cent 

per  cent.  Hence  an  average  of  the  two  weightings  yields  a  rise  in  the 
price  of  the  dollar  of  843  per  cent  and  an  average  depreciation  of  the 
nondollar  currencies  of  89  per  cent — this  depreciation  applies  to  coun- 
tries accounting  for  about  two-thirds  of  the  world's  trade.  A  greater 
depreciation  on  the  basis  of  1938  weights  would  be  expected,  since  the 
countries  with  the  greatest  degree  of  depreciation  have  lost  ground  in 
trade  and  therefore  a  weighting  by  1952  trade  shows  less  depreciation 
than  the  1938  weighting.  In  general,  this  might  suggest  that  depreciation 
does  not  solve  the  fundamental  problems  of  disequilibrium,  but  we 
certainly  do  not  hold  that  these  countries  would  have  been  better  off 
had  they  refrained  from  large  devaluations. 

The  Dollar  Problem 

As  has  been  said  earlier,  a  shortage  of  foreign  currencies  is  an  old 
disease,  but  never  before  has  the  shortage  been  concentrated  on  one 
currency  for  so  long  a  period  and  in  such  large  amounts.  Moreover,  the 
actual  shortage  has  been  concealed  to  a  considerable  degree  by  the 
diabolical  devices  used  to  keep  out  goods  from  dollar  countries. 

We  have  already  listed  many  of  the  factors  that  help  to  explain  the 
dollar  shortage  and  shall  consider  these  further  in  the  next  chapter  and 
especially  in  Part  Five.  Here  I  would  like  to  comment  briefly  on  the  issue 
of  the  relative  gains  of  productivity  in  the  United  States,  which  have 
been  denied. 

Of  the  greater  rise  of  productivity  of  the  United  States,  there  can  be 
little  doubt.  Over  a  long  period  man-hour  output  has  tended  to  rise  by 
2%  per  cent  each  year.  From  1929  to  1952,  the  gain  of  output  per  man- 
hour  was  80  per  cent.6  The  comparable  figure  in  Great  Britain  is  much 
less;  for  example,  over  fifty  years,  the  total  rise  of  per  capita  real  income 

6  K.  W.  Kapp  and  L.  L.  Kapp,  A  Graphic  Approach  to  Economics,  1951,  p.  21; 
also  cf.  Harold  Barger,  Distribution's  Place  in  the  American  Economy  since  1869, 
1955,  chap.  3;  but  cf.  article  by  Sir  Donald  MacDougall  in  Review  of  Economics 
and  Statistics,  May,  1956, 
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was  but  60  per  cent,  or  less  than  1  per  cent  per  year.7  United  States  gains 
are  measured  not  only  by  the  improvement  in  per  man-hour  output  but 
also  by  the  large  gains  in  the  growing  industries  possibly  not  adequately 
measured  by  index  numbers,  and  by  the  large  issue  of  new  products. 
Since  so  many  of  the  technical  changes  have  been  capital-saving  in  the 
United  States,  it  may  be  claimed  that  the  productivity  gains  were  even 
larger  relatively  than  suggested  by  man-hour  output.  ( We  assume,  of 
course,  that  the  gains  in  all  countries  are  reduced  below  the  amounts 
given  by  man-hour  output  in  so  far  as  input  of  capital  and  management 
is  increased. ) 

The  interesting  question  relates  to  the  issue  of  the  repercussions 
of  rising  productivity  upon  the  balance  of  payments.  In  the  next  chapter 
I  discuss  this  problem  further.  Here  I  note  that  a  disequilibrium  may 
well  be  consistent  with  classical  theory.  Just  as  the  movement  of  gold  or 
changes  in  exchange  rates  tend  to  close  the  dollar  gap,  another  rise  of 
United  States  productivity  or  production  of  new  products  reopens  the 
gap  once  more.  This  may,  indeed,  be  a  continuous  problem  in  a  dynamic 
economy.  Hence  the  gap  is  never  closed.  Even  the  reader  who  denies 
the  validity  of  this  position  will  have  to  admit  that  continued  gains  of 
productivity  in  the  United  States,  considered  in  conjunction  with  all  the 
other  disequilibrating  factors  felt  by  nondollar  countries  and  related  to 
war,  political  uncertainties,  and  growing  nationalism  everywhere,  might 
put  too  great  a  strain  on  the  adjustment  mechanism. 

In  this  connection,  the  following  is  of  special  importance.  The  area 
within  which  adjustments  can  be  made  has  been  greatly  reduced.  Thus 
if  the  United  States  exports  of  machinery  rise  and  imports  of  textiles 
decline,  nondollar  countries  experience  difficulty  in  substituting  other 
exports  for  textiles.  Among  the  factors  responsible  for  these  difficulties 
are  the  following:  the  increased  importance  in  the  economies  of 
domestic  services,  including  military,  welfare,  and  government  outlays 
generally;  the  growing  popularity  of  industrialization  in  underdeveloped 
countries,  with  resultant  narrowing  of  markets;  and  the  wide  recourse 
to  exchange  control  and  quotas,  not  only  limiting  the  area  within  which 
exports  of  dollar-short  countries  may  move  but  also  slowing  up  ad- 
justments. 

Unfortunately  for  the  countries  short  of  dollars,  the  substitution  of 
exchange  flexibility  for  gold  movements  as  the  instrument  of  adjustment 
has  not  been  used  with  maximum  effectiveness.  Indeed,  the  problem 
I  would  have  been  much  more  serious  had  not  the  United  States  absorbed 

its  gains  of  productivity  primarily  in  higher  incomes  rather  than  in 
|  lower   prices.   Taking  the   gains   of  increased  productivity  in  reduced 

prices  would  have  embarrased  foreign  countries  much  more  than  taking 

7  British  Information  Service,  loc.  cit. 
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these  gains  in  higher  incomes,  for  reduced  prices  mean  increased  com- 
petition. Professor  Hicks  is  of  a  similar  view. 

One  final  point:  As  a  result  of  the  loss  of  markets  in  the  Western 
Hemisphere  following  World  War  II,  the  position  of  Western  Europe 
has  been  further  weakened.  Here  the  United  States  has  gained  a  com- 
parative advantage.  Over  the  years,  trade  connections  have  been 
strengthened  within  the  Hemisphere,  the  United  States  has  tended  to 
cultivate  tastes  of  the  Western  Hemisphere  countries,  and  our  neighbors, 
embarrassed  by  the  loss  of  accustomed  sources  of  imports,  are  more  in- 
clined to  trade  with  this  country. 
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CHAPTER  16 

The  Pathology  of  International  Economics 


The  Dollar  Gap:  Definition  and  Measurement 

Unfortunately  the  orthodox  theory  of  international  trade  is  inadequate 
to  explain  developments  in  international  economic  relations  since  the 
twenties.  Nowhere  is  this  failure  more  evident  than  in  an  examination 
of  the  range  of  problems  generally  referred  to  as  the  dollar  gap,  dollar 
shortage,  or  dollar  famine.  Some  of  the  problems  of  adjustment  were  dis- 
cussed in  the  preceding  chapter.  Now  we  concentrate  on  dollar  shortage. 

Under  classical  economics,  disequilibrium  over  a  generation  or  longer 
'  was  not  envisaged.  Temporary  disequilibrium  is  treated  through  the 
appropriate  movements  in  gold,  money,  prices,  costs,  exports,  and  im- 
ports. In  more  refined  versions  the  neoclassicist  adds  exchange  deprecia- 
tion and  introduces  adjustments  in  purchasing  power  or  income. 

What  is  this  dollar  gap  which  has  attracted  so  much  attention  over  a 
generation?  Simply  stated,  the  nondollar  world  imports  more  goods  and 
services  than  it  can  pay  for  through  exports  of  goods  and  services  plus 
capital  obtained  through  the  usual  incentives  of  a  capitalist  system.  In- 
deed, as  Robbins  suggests,  it  is  possible  to  eliminate  a  dollar  shortage 
in  the  market  sense  through  operating  on  domestic  monetary  supplies  or 
income  or  through  revisions  of  exchange  rates,  exchange  control,  etc.1 
^  It  should  be  observed  here  that  once  abnormal  controls  are  used,  how- 

ever, balance  in  the  market  sense  is  not  attained.  Furthermore,  in  the 
actual  world,  political  and  other  institutional  factors  have  to  be  con- 
sidered. A  reduction  of  imports  and/ or  rise  of  exports  adequate  to 
E  balance  the  accounts  in  a  period  of  stress  may  involve  such  political 

|  risks  as  to  rule  out  the  balancing  of  the  dollar  account  as  practical  policy. 

Later   (Chapter  21)   we  examine.. the  excess  of  exports  of  goods  and 

services  from  the  United  States  of  $125JbiUion  over  forty  years,  a  rough 

|  measure  of  the  dollar  shortage.  This  total  includes  both  capital  exports 

later  repudiated  and  those  still  being  financed.   (Obviously  part  of  the 

latter  should  be  deducted  from  the  $125  billion.)  It  includes  gold  im- 

1  Cf.  L.  Robbins,  The  Economist  in  the  Twentieth  Century,  1954,  pp.  42-45. 
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ported,  both  gold  from  excess  reserves  abroad  and  gold  that  could  not 
be  spared  if  foreign  economies  were  to  function  effectively.2  This  total 
of  $125  billion  might  also  be  corrected  (reduced)  for  the  increase  of  im- 
ports from  dollar  countries  associated  with  dollar  shortage,  that  is,  en- 
couraged by  the  availability  of  dollar  aid,  and  corrected  (increased)  for  1 
the  potential  imports  from  dollar  countries  eliminated  by  abnormal  trade 
restrictions  and  discrimination  against  the  dollar  as  well  as  for  the  excess 
of  exports  (properly  adjusted)  of  dollar  countries  other  than  the  United 
States. 

Incidentally,  the  inflow  of  short-term  capital  and  especially  hot  money 
raises  difficult  problems.  Thus  in  the  thirties,  the  inflow  of  hot  money 
into  the  United  States  accounted  for  a  large  part  of  the  inflow  of  gold. 
Since  abnormal  losses  of  gold  abroad  are  considered  to  be  one  measure 
of  dollar  scarcity,  it  might  then  be  held  that  capital  imports  may  account 
in  part  for  the  dollar  shortage.  Of  course,  these  movements  are  reversible. 
At  any  rate,  the  $125  billion  estimate  includes  net  capital  exports  and 
hence  allows  for  the  inflow  of  capital.  I  am  not  sympathetic  with  the 
position  taken  by  Sir  Donald  MacDougall  and  Dr.  Lederer  that  most 
of  the  period  since  1914  has  been  abnormal  and  hence  is  not  relevant  as 
evidence  of  dollar  shortage.  It  may  well  be  that  the  seven  normal  (?) 
years  (1927-1929  and  1952-1955)  are  abnormal. 

We  might  assume  that  the  amount  of  foreign  aid  by  the  United  States 
government  is  a  crude  measure  of  dollar  shortage.  This  approach  is 
helpful  even  if  it  is  allowed,  as  Robbins  claims,  that  this  leaves  out  of 
account  the  measures  that  would  have  been  taken  had  aid  not  been 
made  available.3  To  this  might  be  added  expenditures  by  the  United 
States  military  abroad  (inclusive  of  outlays  by  personnel),  as  well  as 
United  States  gold  imports  out  of  normal  reserves.  But  with  the  contin- 
uance of  the  cold  war  or  another  hot  war,  foreign  aid  may  in  time  become 
a  normal  part  of  the  balance  of  payments,  a  kind  of  redistribution  of  in- 
come among  friendly  nations,  a  merging  and  consolidation  of  military 
operations.  The  time  may  then  come  when  foreign  aid  would  no  more  be 
a  measure  of  the  dollar  shortage  than  private  capital  movements  or 
private  unilateral  transfers  (e.g.,  immigrant  remittances).  But  the 
international  redistribution  of  income  on  anything  like  the  scale  within 
a  country  (e.g.,  in  1952  New  England  transferred  through  the  United 
States  Treasury  $1.3  billion,  or  7  per  cent,  out  of  an  $18  billion  income) 
is  not  as  yet  likely.  Regional  distribution  within  a  country  may  in- 
volve as  much  as  transfers  of  10  per  cent  of  incomes  from  one  region 
to   another;   a   corresponding   amount   internationally  from  the   United 

2  W.  Lederer,  "Major  Developments  Affecting  the  United  States  Balance  of  Inter- 
national Payments,"  Review  of  Economics  and  Statistics,  May,  1956. 

3  Robbins,  op.  cit.,  pp.  45-46. 
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States  to  foreign  countries  would  amount  to  $40  billion  annually.  In 
view  of  the  gradual  decline  of  economic  aid  and  continued  scrutiny  of 
military  aid,  the  exclusion  of  aid  from  measures  of  the  dollar  shortage 
is  a  matter  for  the  future. 

It  is  wrong  to  assume  that  if  the  dollar  account  is  in  balance  in  any 
one  or  even  two  or  three  years,  and  without  aid,  the  dollar  gap  has  been 
closed.  Thus,  in  1953-1954,  there  was  a  great  narrowing  of  the  gap.  But 
a  turn  in  the  terms  of  trade  in  favor  of  Western  Europe,  the  great  and 
continued  prosperity  in  the  United  States  (and  hence  large  imports), 
the  continued  aid  and  outlays  by  the  United  States  military  abroad,  and 
the  discrimination  against  the  dollar — all  these  raise  doubts  that  the 
dollar  problem  had  been  definitely  solved.  As  MacDougall  well  observes, 
with  $2  billion  of  United  States  grants  and  loans,  $2.5  billion  of  United 
States  military  expenditures  abroad,  and  $4  billion  of  free  military  goods, 
one  should  not  assume  that  the  dollar  problem  has  been  solved.  In  1953 
and  1954,  United  States  government  loans  and  grants  were  $5.6  billion 
and  $5.1  billion,  or  28  and  26  per  cent  of  United  States  expenditures 
abroad.  For  fiscal  year  1957,  the  Congress  appropriated  $3,804  million 
for  grants  and  loans,  and  the  President's  recommendation  is  $4,400  mil- 
lion for  fiscal  year  1958.  The  mean  of  these  figures  is  about  16  or  17  per 
cent  of  United  States  foreign  payments  in  1956.4 

Yet  this  is  an  oversimplification  of  the  problems  involved.  Should 
military  aid  of  the  United  States  be  reduced,  then  also  certain  subsidies 
(e.g.,  agricultural  and  shipping)  given  to  United  States  exporters  would 
be  reduced  or  become  less  effective,  and  Western  Europe,  with  some 
delay,  would  reduce  military  outlays  and  divert  into  export  industries 
factors  going  into  defense  industries.  Nevertheless,  the  aid  and  abnormal 
military  expenditures  abroad  by  the  United  States,  though  not  an 
accurate  measure  of  dollar  shortage,  should  not  by  any  means  be  written 
off  as  a  measure.5 

Skepticism  Concerning  the  Dollar  Gap 

It  might  well  be  expected  that  since  the  dollar  shortage  clashes  with 
the  trade  theory  as  developed  before  World  War  II,  some_economists 
would  deny  the  reality  of  this  phenomenon.  Even  Roy  JIarrod,  in  his 
brilliant  pamphlet  Are  These  Hardships  Necessary?  wrote:6 


I 


This   [dollar  famine]  is  one  of  the  most  absurd  phrases  ever  coined.  . 
They  propound  this  doctrine  with  all  seriousness,  as  though  the  dollar  famine 

4  D.  MacDougall,  "A  Lecture  on  the  Dollar  Problem,"  Economica,  1954,  p.  187; 
Lederer,  op.  cit.,  p.  184;  U.S.  Budget,  1958,  p.  M-35;  Survey  of  Current  Business, 
December,  1956,  p.  5. 

5  Cf.  R.  Triffin,  "International  Currency  and  Reserve  Plans,"  in  Policies  to  Combat 
Depressions,  1956,  pp.  395-396. 

6  R.  Harrod,  Are  These  Hardships  Necessary?  1947,  pp.  42-43. 
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were  some  kind  of  new  disease.  ...  In  fact  it  is  no  more  than  the  young 
man  going  forward  and  living  beyond  his  resources  without  leave.  .  .  .  This 
allegation  of  a  "world  dollar  shortage"  is  surely  one  of  the  most  brazen  pieces 
of  collective  effrontery  that  has  ever  been  uttered.   .  .  . 

In  a  later  book,  however,  Harrod  seemed  more  receptive  to  the  idea  of 
a  dollar  shortage.  He  complained  of  the  clumsy  use  of  devaluation  and 
proposed  both  a  rise  in  the  price  of  gold  (more  on  this  in  a  later 
chapter)  and  limited  discrimination  of  imports.7 

Professor  Haberler  was  skeptical;  holding  that  the  classical  inflation 
theory  of  dollar  shortage  is  substantially  correct  (that  is,  the  dollar 
shortage  is  explicable  by  the  inflationary  policies  of  the  nondollar 
countries  and  continuance  of  overvalued  currencies),  he  would  attack 
the  problem  through  stopping  inflation  and  adjusting  exchange  rates.  He 
admits  that  where  substantial  sacrifices  would  be  involved,  there  would 
be  some  practical  difficulties.  But  he  is  critical  of  the  economists 

who  use  the  term  [dollar  shortage]  with  the  more  or  less  explicit  allegation 
that  it  is  a  novel  phenomenon  which  has  never  been  contemplated  in  inter- 
national trade  theory  and  requires  some  new,  unorthodox  explanation.  .  .  . 
They  wish  to  imply  that  there  is  a  persistent  balance-of-paymejnts_problem 
which  is  not  curable  by  orthodox  measures,  that  is,  by  changes  in  prices  or 
exchange  rates,  or  that  such  a  cure  would  have  intolerable  consequences. 
Only  a  balance  of  payments  disequilibrium  of  a  high  degree  of  malignancy  de- 
serves to  be  called  a  dollar  shortage  in  the  strict  sense.   .  .  . 

Haberler  then  goes  on  to  stress  the  unwillingness  of  many  countries 
to  live  within  their  means.  The  dollar  shortage  reflects  the  inflationary 
policies  of  countries  that  spend  too  much  and  save  too  little.8 

On  the  whole,  Professor  Viner  seems  to  support  a  position  similar  to 
Professor  Haberler's,  though  not  quite  so  extreme:9 

Dollar  scarcity  can  be  "cured"  by  refusal  or  failure  of  the  U.S.  Govern- 
ment to  finance  any  dollar  deficits  ex  ante  or  ex  post.  It  can  be  "cured"  by 
the  use  of  the  deficit  country  of  such  methods  as  will  either  bring  its  current 
balance  into  equilibrium  or  will  enable  it  to  get  regular  and  long-term  financ- 
ing in  advance  for  its  excess  of  exports.  Such  methods  may  be:  deflation  or 
disinflation,  import  restrictions,  stimulus  to  exports,  exchange  depreciation,  flo- 
tation of  loans  abroad  or  attraction  of  direct  investment. 

Is  the  dollar  shortage  the  result  of  pressures  from  the  outside  to  which 
the  nondollar  countries  fail  to  adjust?  Or  is  it  the  result  of  weak  monetary 
and  fiscal  policies  in  the  dollar-short  countries?  Both  explanations  are 
relevant  for  Professor  Robbins.  He  is  most  critical  of  the  British  for 
pursuing  a  passive  monetary  policy,  that  is,  for  failing  to  adjust  monetary 

7  R.  Harrod,  The  Dollar,  1954,  chap.  4. 

8  G.  Haberler,  "Dollar  Shortage,"  in  Foreign  Economic  Policy  for  the  United 
States  (S.  E.  Harris,  ed.),  especially  pp.  426-427,  438-439,  444-445. 

9  J.  Viner,  International  Trade  and  Economic  Development,  1952,  pp.  78-79. 
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policy  to  external  shocks — aside  from  disequilibrium  associated  with 
inflationary  monetary  and  fiscal  policies  initiated  at  home.  At  a  fixed 
rate  of  exchange,  Robbins  insists  that  there  must  be  a  level  of  prices 
and  incomes  which  would  yield  a  position  of  equilibrium.  It  is  not  fair 
to  blame  the  hills  and  curves,  says  Robbins,  using  the  analogy  of  the 
automobile,  when  the  car  does  not  reach  its  destination.  In  the  same 
manner,  external  forces  should  not  be  blamed  because  monetary  policy 
has  been  wrong-headed  or  sterile.  Too  great  a  burden  has  been  put  on 
fiscal  policy.10 

In  a  somewhat  similar  view,  pr,  Bernstein  warns  that  there  are  limita- 
tions to  the  use  of  devaluation.  When  the  disequilibrium  is  the  result  of 
persistent  inflation,  devaluation  is  no  cure.  Devaluation  will  not  then 
correct  the  disequilibrium.  When  structural  maladjustments  are  in- 
volved, e.g.,  shifts  in  demand  for  imports  and  exports,  loss  of  foreign 
earnings,  then  shifts  of  resources  are  required.  A  devaluation  may,  how- 
ever, cure  a  price-cost  disparity.11  Dollar  shortage  may  be  related  to  in- 
appropriate use  of  devaluation  or  deflation. 

Dollar  shortage  is,  of  course,  a  matter  of  definition.  Where,  for  ex- 
ample, countries  balance  their  dollar  account  only  by  introducing  ab- 
normal restraints  on  trade  such  as  quotas,  exchange  control,  and  even 
discrimination  against  purchases  in  dollar  markets  and  special  subsidies 
for  dollar  sales,  under  such  conditions  even  an  apparent  balancing  of 
the  dollar  account  conceals  a  genuine  shortage  of  dollars.12 

In  an  able  presentation  of  the  problem,  Dr.  Bernstein,  director  of  re- 
search of  the  International  Monetary  Fund,  raises  additional  questions 
concerning  dollar  shortage.13  He  would  reserve  the  term  for  a  shortage 
resulting  from  United  States  policy,  e.g.,  a  cut  in  imports  following  a 
recession  here  or  new  commercial  policies.  I  do  not  see  why  the  concept 
should  be  narrowed  in  this  manner.  The  dollar  shortage  is  just  as  real 
whether  the  occasion  is  what  happens  in  the  United  States  or  abroad, 
and  its  persistence  is  to  be  associated  with  developments  both  at  home 
and  abroad.  In  reply  to  the  argument  that  the  dollar  shortage  stems  from 
a  greater  rise  of  productivity  in  the  United  States  than  elsewhere,  Dr. 
Bernstein  contends  that  there  is  some  doubt  about  the  facts  of  pro- 
Si  ductivity  and  also  that  the  theory  of  international  trade  does  not  rule 
out  uneven  movements  of  productivity.  But  there  may  be  difficulties  of 
adjustment,  Dr.  Bernstein  admits.  Is  this  not  all  that  is  required  in  order 

10  L.    Robbins,    The  Balance    of   Payments,    1951,    especially   pp.    13—21;    and   cf. 
1  J.  Polk,  Sterling:  Its  Meaning  in  World  Finance,  1956,  p.  209. 

(if  n  E.  Bernstein,  Strategic  Factors  in  Balance  of  Payments  Adjustments,  1956,  pp. 

8-11    (mimeographed). 

J12  See  National  Foreign  Trade  Council,  European  Export  Trade  Promotion,  1954, 
for  a  catalogue  of  these  practices. 

t13  E.   Bernstein,   "American  Productivity  and  the  Dollar  Payments  Problem,"  Re- 
I  view  of  Economics  and  Statistics,  May,  1955,  pp.  101—109. 
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to  experience  a  long-continued  shortage  of  dollars?  It  is,  indeed,  correct 
to  argue,  as  Bernstein  does,  that  different  countries  will  be  affected  in 
varying  degrees,  depending  upon  the  industries  subject  to  large  gains 
in  the  United  States  through  improved  productivity,  disposal  of  new 
products,  or  discovery  of  substitutes  for  commodities  previously  imported 
(e.g.,  synthetic  fabrics  for  silk).  A  deficit  of  $5  billion  is  a  real  dollar 
deficit  even  if  one  country  out  of  eighty  has  a  credit  of  $200  million  and 
another  a  billion-dollar  deficit.  The  net  result  will  depend,  as  Bernstein 
well  shows,  upon  the  direction  of  the  changes,  upon  relative  gains  in 
productivity  here  and  abroad,  upon  the  manner  in  which  the  gains  are 
taken  ( a  rise  of  wages  or  a  fall  in  prices ) ,  upon  the  marginal  propensity 
to  import  in  both  countries,  etc.  Thus,  all  countries  (on  the  average) 
would  experience  a  shortage  of  dollars  should,  as  incomes  rise  in  the 
United  States,  large  relative  gains  in  man-hour  output  in  the  United 
States  be  accompanied  by  a  decline  of  prices  here,  a  small  rise  of  wages, 
and  a  low  marginal  propensity  to  import  in  the  United  States.  Should 
the  increase  of  imports  from  Great  Britain  be  relatively  small  and  the 
loss  of  markets  in  the  United  States  great  ( because  of  the  substitution  of 
synthetic  rubber  for  rubber  and  of  synthetic  fibers  for  wool),  then 
Great  Britain's  relative  loss  of  dollars  would  be  severe. 

Varying  rates  of  pressure  on  different  exchange  markets  do  not  rule 
out  dollar  shortage  as  a  relevant  factor.  The  experience  of  the  United 
Kingdom  in  1955  vis-a-vis  the  rest  of  the  world  may  still  suggest  dollar 
shortage  when  British  losses  of  reserves  are  considered  as  well  as  the 
world  gains  of  reserves,  the  latter  more  than  offset  by  abnormal  outlays 
of  the  United  States  abroad  and  discrimination  against  dollar  imports. 

Or  consider  the  varying  gains  of  reserves  since  1928  and  1938.  From 
Table  16-1  it  will  be  noted  that  in  relation  to  1928,  reserves  of  countries 
outside  the  United  States  in  1953  were  300  per  cent  of  the  1928  level, 
190  per  cent  of  the  1938  level,  and  143  per  cent  of  the  1948  level.  But 
the  variations  are  large.  Thus  in  1953  the  percentage  of  reserves  to  1938 
varied  from  35  per  cent  in  France  and  104  per  cent  for  the  sterling  area 
to  138  per  cent  for  Continental  Western  Europe,  380  per  cent  for  Latin 
America,  and  610  per  cent  for  Canada.  These  movements  point  to  large 
variations  in  trends  of  international  competitive  strength  as  compared 
with  the  prewar  period.14 

Dr.  Harry  Johnson's  penetrating  article  in  the  Economic  Journal  also 
deals  with  the  importance  of  relative  productivity  and  the  relative  price 
changes  that  accompany  the  improvements  in  productivity.  The  emphasis 
is  on  the  point  that  productivity  gains  are  reflected  not  only  in  reductions 
of  prices  but  also  in  rises  of  income,  the  latter  in  turn  tending  to  bring 
an  adverse  balance  of  payments  for  the  country  (e.g.,  the  United  States) 

14  Triffin,  op.  cit.,  p.  391. 
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with  a  high  relative  gain  in  productivity.  It  does  not  necessarily  follow 
that  the  country  with  high  relative  gains  in  productivity  will  suffer  from 
an  adverse  balance  of  payments.  Here  the  elasticities  of  demand  for  its 
exports  as  compared  with  its  elasticities  of  demand  for  imports  are 
relevant.  But  Johnson  argues  that  if  the  country  gaining  in  productivity 
brings  prices  down  and  thus  improves  its  balance  of  payments  (with  a 
tendency  toward  chronic  dollar  shortage),  then  the  movement  can  be 
reversed,  for  this  is  the  equivalent  of  an  appreciation  of  the  exchanges 
for  the  nondollar  countries.  Then  why  cannot  these  countries  reverse  the 
movement  by  depreciating  their  exchanges  and  thus  cutting  their  im- 
ports and  increasing  their  exports? 

Table  16-1.  Estimated  Gold  Reserves  and  Dollar  Holdings  of 

Foreign  Countries 

(In  billions  of  dollars) 


1928 

1938 

1948 

1953 

1953  as  per  cent  of 

1928 

1938 

1948 

Continental  Western  Europe 

France 

Switzerland 

$4.8 
2.0 
0.2 
2.6 
1.4 
0.4 
1.1 
1.0 

$7.3 
3.0 
0.9 
3.4 
3.9 
0.4 
0.9 
1.3 

$5.8 
0.8 
1.9 
3.1 
2.9 
1.2 
2.7 
2.3 
3.4 

$10.1 
1.1 
2.1 
6.9 
4.0 
2.4 
3.6 
2.9 
3.3 

207 
52 
1,080 
265 
288 
580 
320 
300 

138 
35 
235 
203 
104 
610 
380 
225 

172 
132 
112 

Other 

220 

Sterling  area 

138 

Canada 

198 

Latin  America 

132 

All  other  foreign  countries 

International  organizations 

126 
99 

Total  outside  United  States*. . . 

$8.7 

$13.8 

$18.4 

$26.4 

300 

190 

143 

*  Details  may  not  add  to  totals  because  of  rounding. 

source:  Federal  Reserve  Bulletin,  March,  1954,  p.  245.  (Taken  from  Policies  to 
Combat  Depression,  a  conference  of  the  Universities-National  Bureau  Committee  for 
Economic  Research,  p.  391.) 

Dr.  Johnson's  analysis  raises  a  few  questions.  It  should  be  noted  that 
what  he  suggests  is  that  the  British,  for  example,  could  correct  a  dollar 
shortage  associated  with  rising  productivity  and  declining  export  prices 
in  the  United  States  with  a  depreciation  of  the  pound  sterling.  But  note, 
first,  that  this  amounts  to  saying  that  the  British  should  treat  a  rise  of 
productivity  in  the  United  States  with  a  deterioration  in  British  com- 
modity terms  of  trade.  Hence,  the  British  would  give  more  without 
producing  more.  Is  this  a  feasible  program  over  the  years?  Second,  this 
is  wasteful  and  costly  in  another  sense,  namely,  that  the  British  would 
offer  all  export  goods  at  reduced  prices  even  when,  given  demand  condi- 
tions, the  concessions  would  be  excessive.   (Broader  considerations  are 
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relevant  here,  e.g.,  welfare  aspects  of  free  vs.  controlled  markets.)  The 
United  States  limits  its  concessions  to  goods  being  produced  more  effec- 
tively. Third,  there  is  also  the  problem  if,  given  the  institutional  diffi- 
culties, it  is  possible  to  improve  the  competitive  position  substantially 
through  depreciation.  The  possible  gains  are  absorbed  in  no  small  part 
in  increased  costs. 

The  Dollar  Gap  Is  Real  in  the  Views  of  Many 

Dollar  scarcity  has  attracted  attention  especially  because  of  the  degree 
of  involvement  and  the  duration  of  the  disease,  but  currency  scarcity  is 
not  exactly  new.  Mercantilism  was  based  in  part  on  inadequacies,  real 
or  mythical,  of  international  currencies.  United  States  experience  in  the 
1890s  is  also  relevant.  As  early  as  1921,  Keynes15  had  seen  the  coming 
struggle  for  the  dollar.16 

This  forecast  of  1945  might  well  be  compared  with  one  made  in  his  Revi- 
sion of  the  Treaty  (1921),  when  Keynes  at  this  very  early  date  sensed  the 
seriousness  of  the  dollar  shortage  problem.  He  anticipated  that  it  would  be  nec- 
essary for  the  United  States  to  advance  2  billion  dollars  a  year  in  order  to 
balance  her  account;  but  he  also  noted  that  this  only  postponed  the  solution, 
for  interest  would  accumulate  and  Europe  had  no  resources  from  which  to 
pay.  The  United  States  would  try  to  solve  the  problem  by  maintaining  exports 
and  cutting  imports;  but  this  obviously  is  no  solution.  The  United  States 
might  scrap  its  export  industries,  Keynes  continued,  an  outcome  that  would  be 
too  costly  and  not  practical;  and  even  large  rises  of  imports  to  cover  payment 
of  debt  would  be  too  costly  to  special  interests.  Industries  would  be  perma- 
nently destroyed  to  solve  temporary  disequilibrium.  A  rise  of  United  States 
prices  or  (and)  a  fall  in  European  prices  seemed  to  him  the  only  permanent 
way  out;  and  of  course  an  inevitable  cancellation  of  interallied  debts. 

In  a  survey  of  the  history  of  the  problem,  Professor  Kindleberger  in  his 
excellent  book  found  the  first  use  of  the  term  "dollar  scarcity"  in  an 
article  in  the  London  Economist  in  1940.  In  1943,  economists  of  the 
U.S.  Department  of  Commerce  in  a  famous  study  had  written  as  follows: 
"At  times,  sharp  strains  may  develop  in  the  relationship  between  these 
concurrent  two-way  flows  [dollars  made  available  and  dollars  required], 
when  the  movement  in  one  direction  unduly  rises  or  falls  out  of 
proportion  to  the  other."17  In  1943,  apparently  neglecting  the  appli- 
cability of  the  theory  of  comparative  advantage,  the  London  Economist 
wrote  that  one  country  "needs  so  little  from  the  rest  of  the  world,  while 

15  J.  M.  Keynes,  Economic  Consequences  of  the  Peace,  1920,  pp.  227-231.  Also 
see  his  Revision  of  the  Treaty,  1921,  pp.  159-162;  Essays  in  Persuasion,  1930,  pp. 
292-293;  Treatise  on  Money,  vol.  I,  p.  347. 

16  S.  E.  Harris,  John  Maynard  Keynes,  1955,  p.  180. 

17  U.S.  Department  of  Commerce,  The  United  States  in  the  World  Economy, 
1943,  p.  1. 
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the  rest  of  the  world  requires  so  much  from  it,  that  an  equilibrium  of 
accounts  can  be  brought  about  by  no  means  available  to  a  free,  or  even 
a  tolerably  free,  market."18 

The  dollar  shortage  was  an  old  problem  for  Keynes.  Not  only  had 
he  foreseen  it  in  1919,  but  throughout  a  good  part  of  the  twenties  and 
thirties  he  had  been  troubled  by  the  shortage  not  only  of  dollars  but 
also  of  francs.  In  his  view  the  United  States  and  France  were  in  part 
responsible  for  the  shortages,  since  they  had  failed  to  assume  the  re- 
sponsibilities of  creditor  nations.  They  had  not  built  an  adequate  super- 
structure of  money  on  the  gold  received  and  thus  encouraged  imports 
and  discouraged  exports  and  had  not  lent  adequately  and  removed 
barriers  to  trade. 

In  a  speech  before  the  House  of  Lords,  delivered  on  December  18, 
1945  (and  in  a  posthumous  article  in  the  Economic  Journal),  Keynes 
once  more  addressed  himself  to  the  problem  of  dollar  scarcity.  He  was 
optimistic  and  counted  especially  on  the  classical  adjustments  through 
increases  in  wages  and  liberal  commercial  policies  in  the  United  States, 
and  he  emphasized  the  importance  for  the  British  of  obtaining  dollars 
through  expansion  of  export  trade  in  third  countries.  For  once,  Keynes's 
prophetic  powers  had  deserted  him.  Even  with  $50  billion  of  aid,  the 
problem  ten  years  later  had  not  been  solved.  The  help  expected  from 
inflation  in  the  United  States  (Keynes  had  failed  to  stipulate  relative 
inflation)   and  from  liberal  commercial  policies  was  not  forthcoming.19 

Indeed,  if  in  the  next  five  or  ten  years  the  dollar  turns  out  to  be  a  scarce 
currency,  seldom  will  so  many  people  have  been  right.  .  .  .  Our  exports  are 
not,  and  are  not  likely  to  be,  as  large  as  our  direct  imports  from  the  United 
States.  The  object  of  the  multilateral  system  is  to  enable  us  to  pay  the  United 
States  by  exporting  to  any  part  of  the  world.  .  .  .  For  the  first  time  in  mod- 
ern history  the  United  States  is  going  to  exert  its  full  powerful  influence  in  the 
direction  of  reduction  of  tariffs,  not  only  of  itself  but  by  all  others. 

.  .  .  this  is  a  problem  of  which  today  every  economist  and  publicist  in  the 
United  States  is  acutely  conscious.  Books  on  economics  are  scarcely  written 
about  anything  else.  They  would  regard  it  as  their  fault,  not  ours,  if  they  failed 
to  solve  it.  .  .  .  the  United  States  is  rapidly  becoming  a  high  living  and  a 
high-cost  country.   .  .   . 

In  a  comment  on  Keynes's  last  article,  I  had  this  to  say:20 

In  an  important  sense,  the  persistence  of  dollar  scarcity  is  inconsistent  with 
the  classical  theory  of  international  trade  adjustments.  An  excess  of  credits  on 

18  Economist,  Dec.  4,  1943,  and  C.  Kindleberger,  The  Dollar  Shortage,  1950, 
chap.  1. 

19  "The  Anglo-American  Financial  Arrangements,"  reproduced  in  The  New  Eco- 
|j                              nomics  (S.  E.  Harris,  ed. ),  1947,  especially  pp.  392-395. 

20  S.   E.   Harris,   "Dollar  Scarcity:    Some  Remarks  Inspired  by  Lord  Keynes'  Last 
If                             Article,"  Economic  Journal,  1947,  pp.  166-167,  169-170. 
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current  account  should  not  persistently  prevail:  the  inflow  of  gold  or  appre- 
ciation of  the  exchanges  should  raise  costs  and  prices  for  the  United  States, 
and  the  loss  of  gold  or  depreciation  of  exchanges  reduce  costs  and  prices  on 
world  markets  for  the  rest  of  the  world  to  a  degree  which  would  once  more 
re-establish  equilibrium.  Unfortunately,  the  required  adjustments  in  wages, 
other  costs  and  prices  were  not  forthcoming;  and,  besides,  elasticity  of  de- 
mand was  not  so  great  as  was  assumed  in  classical  theory  (e.g.,  Marshall),  and 
(or)  through  the  introduction  of  trade  restrictions  the  significance  of  elasticity 
of  demand  was  reduced:  prices  of  foreign  goods  were  not  allowed  to  fall  on 
the  American  market  pari  passu  with  the  fall  in  costs.  Since  the  adjustments 
required  and  the  elasticity  assumed  did  not  prevail,  classical  theory  was  not 
very  helpful  in  explaining  the  actual  state  of  affairs — as  Keynes  so  eloquently 
and  so  often  argued  in  the  inter-war  period. 

This  brings  me  to  the  main  theme.  Is  scarcity  of  the  dollar  an  ephemeral 
phenomenon  or  are  there  long-run  forces  that  tend  to  make  dollars  scarce? 
In  his  stimulating  article  in  the  June  1946  issue  of  the  Economic  Journal, 
Lord  Keynes  seemed  dubious  of  the  theory  of  dollar  scarcity,  and  expressed 
the  view  that  dollars  in  the  coming  years  would  be  plentiful  and,  therefore, 
that  gold  might  flow  out  of  the  United  States  rather  than  in. 

At  the  outset  we  should  draw  some  conclusions  from  the  experience  in  the 
twenty-five  years  1914-1939.  Adjustments  as  assumed  in  classical  economics 
did  not  take  place.  Changes  in  underlying  economic  and  political  conditions 
tended  to  prevent  the  required  adjustments  in  wages,  prices,  etc.,  from  oc- 
curring. Apparently  the  rapid  relative  reduction  of  costs  and  the  steady  gains 
in  rate  of  offer  of  new  American  products  greatly  in  demand  tended  to  give 
strength  to  the  dollar,  and  despite  monopolistic  pricing  in  many  markets  and 
despite  the  pressure  of  inward  movements  of  gold  and  expansion  of  deposits, 
the  competitive  position  of  the  United  States  tended  to  improve.  On  top  of 
this,  demand  for  United  States  products  improved  because  of  the  shortages 
engendered  abroad  by  one  major  war  and  preparation  for  another.  So  long 
as  the  gains  in  the  competitive  position  of  the  United  States  (e.g.,  reduced 
relative  costs  and  prices,  offer  of  new  products)  continue  at  a  rate  rapid 
enough  to  more  than  neutralise  the  corrective  effects  of  gold  or  exchange 
movements,  so  long  will  the  dollar  remain  scarce.  So  long  as  the  political  situa- 
tion deteriorates  abroad,  and  so  long,  therefore,  as  capital  moves  into  this 
country  or  the  outflow  is  discouraged,  the  dollar  will  tend  to  be  strong. 

In  this  article,  I  also  expressed  some  doubts  concerning  Keynes's  con- 
tention that  wage  inflation  in  the  United  States  would  contribute  im- 
portantly toward  a  solution  of  the  problem  of  dollar  scarcity.  Keynes 
had  concentrated  on  the  difference  in  wage  rates  but  had  failed  to  com- 
pare relative  movements  in  wage  rates  and  productivity  in  both  countries 
with  adjustments  for  changes  in  exchange  rates.21 

In  1946,  Balogh  also  had  stressed  the  continued  disequilibrium,  point- 
ing to  the  relevance  of  uneven  technological  changes.22 

21  Ibid.,  pp.  172-175. 

22  Ibid.,  p.  178. 
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Since  writing  this  paper,  an  article  by  Dr.  Balogh  covering  similar  ground 
has  appeared  (T.  Balogh,  "The  United  States  and  the  World  Economy," 
Institute  of  Statistics,  Oxford,  October  1946,  pp.  309-323.)  Dr.  Balogh  is  not 
nearly  so  optimistic  as  Keynes  was  that  the  dollar  problem  is  about  to  be 
solved.  Anticipating  a  serious  depression  in  the  United  States  from  which 
other  countries  cannot  be  shielded  both  because  of  the  dominant  economic 
position  of  the  United  States  and  the  restrictive  measures  likely  to  follow  in 
the  United  States,  Dr.  Balogh  forecasts  a  continued  shortage  of  dollars.  In 
fact,  the  developments  since  1939,  in  his  view,  will  make  the  situation  worse. 
Dr.  Balogh  envisages  two  alternatives.  The  United  States  may  continue  to 
make  vast  investments,  in  which  case  her  competitive  position  will  continue  to 
improve;  or  saving  will  be  dissipated  and  the  United  States  will  lead  the 
world  into  depression.  External  investments  by  the  United  States  on  a  scale 
adequate  to  deal  with  excess  savings  is,  in  his  view,  out  of  the  question. [23] 

Balogh  especially  emphasized  the  danger  of  cyclical  or  secular  in- 
stability in  this  country  as  a  disequilibrating  force.  Possibly  writing  in 
1955,  his  views  would  be  different  here.  Dr.  Lederer  notes  that  for 
several  reasons  he  would  expect  less  international  instability  to  result 
from  United  States  policies,  e.g.,  the  large  part  played  by  relatively 
stable  government  issues  of  dollars  for  foreign  use.24 

In  a  brilliant  essay  written  in  1953,  Professor  Hicks  accepted  the 
thesis  of  a  dollar  shortage.25 

Once  we  assume  (and  such  facts  as  are  readily  available  offer  .  .  .  con- 
firmation of  the  assumption)  that  nineteenth-century  improvements  were 
mainly  export-biased,  while  those  of  our  day  have  a  predominant  bias  in  the 
other  direction,  the  whole  story  begins  to  make  sense.  And  the  dollar  prob- 
lem fits  into  its  place  as  an  episode,  albeit  a  critical  episode,  in  a  wider  evo- 
lution. 

It  is  true  that  the  forms  in  which  the  dollar  problem  has  actually  appeared 
have  constantly  tempted  us  to  regard  it  as  something  much  less  deep-rooted. 
In  the  nineteen-twenties  it  was  entangled  with  war  debts;  in  the  nineteen- 
thirties  with  world  depression  and  the  flight  of  capital  before  Hitler;  in  the 
nineteen-forties  with  war  damage,  more  war  debts,  and  the  Cold  War  in  in- 
ternational trade.  A  special  explanation  of  the  difficulties  which  were  being 
experienced  by  European  countries  in  settling  their  dollar  debts  could  always 
be  found.  But  the  continuance  of  the  same  consequence,  the  same  dollar 
shortage,  as  the  result  of  these  various  "causes,"  has  by  now  become  very 
striking.  That  there  is  some  general  influence  underlying  these  particular  man- 
ifestations can  now  no  longer  be  doubted.   It  is  hard  to  see  that  there  is 

23  For  a  fuller  treatment  by  Balogh,  one  which  repudiates  devaluation  as  the  way 
out  for  dollar-short  countries  and  finds  hope  in  the  imposition  of  controls,  see  T. 
Balogh,  Dollar  Crisis:  Causes  and  Cure,  1949. 

24  Lederer,  op.  cit.,  pp.  190-191. 

25  J.  R.  Hicks,  "An  Inaugural  Lecture,"  Oxford  Economic  Papers,  June,  1953,  pp. 
117-135,  especially  pp.  130-131. 
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any  other  general  force  which  would  account  for  what  has  been  happening 
than  the  disparity  in  growth  of  productivity  which  we  have  been  discussing. 

The  main  theme  presented  by  Professor  Hicks  was  that  trade  develops 
at  first  through  rises  of  productivity  in  the  strongest  industries,  that  is, 
the  export  industries.  Gradually  the  older  industrial  countries  begin  to 
feel  the  competition  of  the  newer  industrial  nations.  Thus  in  the  twenties 
the  British  were  increasingly  embarrassed  by  the  greater  rise  of 
productivity  of  the  United  States,  but  their  losses  were  offset  by  con- 
tinued gains  in  agriculture  and  hence  increased  cheapness  of  imported 
foods  and  raw  materials.  The  crisis  comes  once  the  gains  in  productivity 
are  made  mainly  in  import-competing  industries  and  the  rise  of  pro- 
ductivity in  agriculture  ceases  or  becomes  much  smaller.  Then  the 
British  can  compete  only  through  great  rises  in  productivity  or  acceptance 
of  cuts  in  real  wages,  enabling  them  to  compete  with  the  United  States 
in  third  markets.  In  Hicks's  view,  the  devaluation  of  1949  had  failed 
because  British  workers  had  refused  to  accept  a  cut  in  their  real  wages; 
in  other  words,  money  wages  rose  with  the  rise  in  the  price  of  imports. 
But  as  MacDougall  and  Machlup  note,  only  a  moderation  in  the  rise  of 
real  wages  is  required.26 

I  raise  but  one  point  here.  Is  it  clear  that  improvements  are  now  made 
primarily  in  the  import-competing  industries?  Whatever  figures  are 
available  in  the  United  States  do  not  support  this  view,  and  in  fact, 
since  1939,  man-hour  output  in  agriculture  in  this  country  seems  to  have 
risen  more  than  in  manufacturing.  There  has  been  a  veritable  revolution 
in  the  use  of  fertilizers,  insecticides,  machinery,  and  farm  practice.  Thus, 
from  1939  to  1953,  farm  output  in  the  United  States  rose  by  36  per  cent, 
man-hours  of  farm  work  declined  by  18  per  cent,  and  output  per  man- 
hour  rose  by  65  per  cent.  From  1941  to  1953,  the  number  of  tractors 
on  farms  rose  from  1,675,000  to  4,400,000;  the  fertilizers  used  rose  by  250 
per  cent  from  the  prewar  years  to  1952.27  In  support  of  Mr.  Hicks,  it 
should  be  added  that  in  the  underdeveloped  countries,  the  movement  in- 
creasingly is  toward  development  of  industry  and  neglect  of  agriculture 
(though  the  largest  gains  in  productivity  may  still  be  made  in  agri- 
culture ) .  Western  Europe  may,  however,  suffer  from  the  relative  gains  of 
output  in  industry  as  against  agriculture.  The  disequilibrating  effects 
here  may  be  felt  in  less  favorable  terms  of  trade  related  to  the  reduced 
availability  of  agricultural  products,  even  though  technical  gains  con- 
tinue.  Keynes's   fears   expressed   in   1919   that   with   the   great   rise   of 

26  F.  Machlup,  "Dollar  Shortage  and  Disparities  in  the  Growth  of  Productivity," 
Scottish  Journal  of  Political  Economy,  October,  1954,  pp.  264-267,  and  MacDougall, 
op.  cit.,  pp.  191-192. 

27  U.S.  Department  of  Agriculture,  Agricultural  Outlook  Charts,  1954,  pp.  32-36. 
Dr.  Bernstein  also  develops  this  point  in  the  International  Monetary  Fund  publica- 
tion The  Revival  of  Monetary  Policy,  p.  1. 
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population  in  agricultural  countries  and  hence  reduced  availabilities 
of  food  for  export,  Western  Europe  would  suffer — these  fears  are  not 
without  basis.  Hence  I  conclude  that  there  is  some  evidence  supporting 
Hicks's  position  here  and  some  casting  doubts  upon  it. 

But  the  crucial  point  in  Hicks's  presentation  is  that  the  dollar  shortage 
is  not  a  temporary  phenomenon  and  that  failure  of  the  older  countries 
to  adapt  their  economies  to  the  new  alignments  as  required  by  the  theory 
of  comparative  costs  is  the  source  of  the  trouble.  These  countries  do  not 
adequately  cut  their  costs  and  standards  of  living  (at  least  relatively) 
in  relation  to  the  steady  rise  of  productivity  in  competing  countries  and 
the  slowing  up  of  gains  of  productivity  ( or  as  Hicks  would  add,  reduced 
relative  supplies  of  agricultural  products)  in  the  agricultural  countries. 

In  a  comment  on  Hicks,  Sir  Donald  MacDougall,  in  an  interesting 
article,  criticizes  Hicks's  position.  MacDougall  is  not  at  all  certain  that 
productivity  rises  more  rapidly  in  the  United  States  than  in  Europe. 
(But  note  that  he  eliminates  war  periods  and  examines  productivity  of 
agriculture  in  the  United  States  by  comparing  output  and  population, 
not  output  and  numbers  working  on  the  farm.)28  On  the  productivity 
issue,  note  Table  16-2.29 

Table  16-2.  Rise  of  Production  per  Man-Hour,  1937-1938  to  1954 

%  rise 

United  Kingdom 28 

United  States 41 

Professor  John  Williams,  in  his  able  Stamp  Memorial  Lecture  delivered 
on  November  11,  1952,  also  envisaged  the  dollar  problem  as  something 
more  than  a  mirage:  "My  own  view,  however,  has  been  that  the  wars 
hastened  processes  of  change  already  under  way,  and  that  the  successive 
short-run  crises  have  been  primarily  the  symptoms  of  longer-run  and 
deeper-seated  maladjustments  in  international  relationships  that  go  back 
for  at  least  three-quarters  of  a  century."  Like  Hicks,  Williams  emphasizes 
the  competition  of  the  newer  industrial  regions:30 

The  great  size  of  the  United  States  relative  to  most  other  Western  countries, 
its  large  home  market,  its  diversified  resources,  its  comparative  self-sufficiency, 
its  high  productivity  and  rapid  technological  progress  have  introduced  a  tend- 
ency away  from,  rather  than  toward,  equilibrium  in  world  trade.   .   .   . 

Meanwhile  the  rest  of  the  world  has  become  increasingly  dependent  upon 
the  United  States,  and  demand  for  its  goods  has  persistently  outrun  ability  to 
pay  with  exports.  This  is  the  "chronic  dollar  shortage".   .   .   .  But  over  time, 

28  MacDougall,  op.  cit.,  especially  pp.  191-194;  cf.  "Does  Productivity  Rise  Faster 
in  the  United  States?"  Review  of  Economics  and  Statistics,  May,  1956,  pp.  155-176. 

29  United  Kingdom,  Labour  and  Industry,  March,  1955,  p.  61. 

30  J.  H.  Williams,  Trade  Not  Aid:  A  Program  for  World  Stability,  1953,  pp.  9-14. 
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if  there  are  divergent  rates  of  growth  of  productivity,  the  trade  will  be  pro- 
gressively less  favorable  to  the  countries  less  rapidly  advancing  in  produc- 
tivity.  .   .   . 

In  The  Dollar  Shortage  (1950),  Professor  Kindleberger  exhaustively 
analyzed  the  problem.31  From  almost  every  angle,  the  evidence  points  to 
a  serious  and  long-continued  maladjustment.  Building  on  Keynesian 
economics,  Kindleberger  contends  that  the  major  cause  of  dollar  short- 
age lies  in  the  tendency  toward  depression  and  even  stagnation  in  the 
United  States  and  inflation  and  overexpansion  in  the  older  ("senescent") 
countries  and  the  young  ones  (developing).  Whereas  in  the  United 
States  savings  tend  to  go  to  waste,  in  the  other  two  groups  of  countries 
investments  tend  to  exceed  available  savings,  with  inflationary  results. 
A  contributory  factor  to  dollar  shortage  is  the  failure  of  deficit  countries 
to  adapt  to  structural  changes,  e.g.,  those  brought  on  by  war  or  technical 
changes. 

Inflation  in  some  countries  and  deflation  in  others  would  not  be  an 
adequate  explanation,  for  the  classical  medicine  of  movements  of  gold 
and/or  of  exchange,  with  some  help  from  capital  movements,  should 
correct  the  disequilibrium.  But  Kindleberger  finds  that  there  are  all 
kinds  of  obstacles.  Thus  exchange  depreciation  not  only  may  be  unwise, 
for  it  may  be  used  to  treat  a  temporary  disequilibrium  and  hence  require 
movements  of  factors  that  otherwise  would  not  be  required,  but,  if  used, 
may  not  remove  a  genuine  disequilibrium.  He  seems  to  agree  at  least 
in  part  with  Dr.  Polak  that  exchange  depreciation  can  treat  only  dis- 
equilibrium associated  with  monetary  factors  and  cannot  treat  structural 
disequilibrium.  In  response  to  higher  domestic  prices  in  the  depreciating 
countries,  contends  Kindleberger,  supply  conditions  may  be  inelastic  in 
these  countries,  and  hence  the  gains  from  high  elasticities  of  demand 
abroad  may  be  small.  Actually,  both  price  and  income  elasticities  of 
demand  for  imports  abroad  are  low.  ( I  think  recent  evidence  might  sug- 
gest to  Professor  Kindleberger  that  he  is  a  little  on  the  pessimistic  side, 
especially  on  income  elasticities.)32  Following  Professor  Samuelson  and 
others,  he  agrees  that  elasticity  of  demand  for  the  products  of  dollar- 
short  countries  is  low.  According  to  Professor  Samuelson,33 

...  if  the  U.S.  export  surplus  is  equal  to  about  one-half  of  our  total  exports, 
minor  exchange  rate  variations  of  not  more  than  10  per  cent  could  only  wipe 
out  the  surplus  if  the  net  elasticity  of  reciprocal  demand  were  very  great  in- 
deed. A  net  demand  elasticity  of  2.0  or  3.0  [relatively  high]  would  require 

31  The  major  points  are  to  be  found  throughout  this  volume,  but  see  especially 
pp.  120-144  and  180-189. 

32  J.  Polak  in  Review  of  Economics  and  Statistics,  1947. 

33  P.  A.  Samuelson,  "Disparity  in  Postwar  Exchange  Rates,"  in  Foreign  Economic 
Policy  for  the  United  States  ( S.  E.  Harris,  ed. ),  1948,  p.  399. 
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a  tremendous  relative  exchange  rate  and  price  change  to  wipe  out  the  enor- 
mous postwar  imbalances. 

In  addition,  Kindleberger  stresses  the  inelasticity  of  supply  in  the 
dollar  countries,  e.g.,  the  obstacles  to  allowing  the  liquidation  of  the 
textile  industry  (or  any  other  industry  vulnerable  to  foreign  competi- 
tion )  in  the  United  States  when  intervention  by  government  may  save  it. 

Especially  prominent  is  the  development  of  the  Keynesian  income  and 
trade  analysis,  which  has  had  careful  treatment  by  Professor  Metzler 
and  more  recently  by  Professor  Kindleberger.  The  first  cousin  to  Say's 
law  (supply  begets  its  own  demand)  is  Hume's  law  (exports  beget 
imports).  In  his  first  attack  on  free  trade,  Keynes  in  1930-1931  had  con- 
tended that  protection  was  justified  in  Great  Britain  because  imports 
had  not  called  forth  the  required  volume  of  exports.  Hence  he  argued 
at  that  time  against  Lord  (then  Sir  William)  Beveridge  and  his  co- 
authors (Tariffs:  The  Case  Examined,  1931)  that  the  usual  free-trade 
argument — a  cut  in  imports  reduces  exports  correspondingly — was  not 
germane,  for  British  exports  had  already  been  cut. 

Now  Kindleberger  (as  had  Metzler  before  him)  developed  a  similar 
line  of  argument;  with  the  Keynesian  system  available  he  tethered  it  to 
income  analysis.  Thus  assume  that  from  a  position  of  disequilibrium  the 
United  States  develops  an  export  surplus  and  therefore  a  rise  of  income, 
as  suggested  by  the  export  multiplier.  Trouble  arises  because  the  United 
States  does  not  expand  its  imports  sufficiently  to  balance  the  rise  of 
exports. 

In  this  connection,  Kindleberger  ingeniously  notes  that  tariff  reduction 
may  not  be  so  effective  as  it  otherwise  might  seem  to  be,  because  it  is 
necessary  to  take  account  of  the  income  effects.  Thus,  income  will  rise 
in  the  exporting  nations  as  they  expand  markets  in  response  to  lifting  of 
trade  restrictions  and  fall  in  the  importing  nations  as  competitors  capture 
their  markets.  (Of  course,  in  highly  inflationary  periods  this  result  may 
not  occur  in  the  importing  nations,  though  allowance  must  be  made  for 
unemployment  in  injured  industries  even  in  the  midst  of  general  excess 
demand.)  In  the  exporting  nations,  the  resultant  rise  of  imports  with 
higher  money  incomes  and,  in  the  importing  nations,  the  reduction  of 
imports  associated  with  a  loss  of  income  may  well  reduce,  if  not  neutral- 
ize, the  effects  of  the  tariff  cut  in  reducing  the  dollar  gap.34 

The  Crux  of  the  Matter 

Acceptance  of  the  dollar-shortage  thesis  does  not  necessarily  imply  a 
refutation  of  the  comparative-cost  analysis,  but  it  does  suggest  that  this 

34  Kindleberger,  op.  cit.,  pp.  188-189;  "The  Propensity  to  Import  and  the  Balance 
of  Payments,"  American  Economic  Review,  March,  1949,  pp.  491-494;  and  L.  Metz- 
ler, "Transfer  Problem  Reconsidered,"  Journal  of  Political  Economy,  1942,  in  Sur- 
vey of  Contemporary  Economics,  p.  215. 
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theory  has  to  be  implemented.  The  dollar  problem  arises  because  in  a 
dynamic  world  there  are  institutional  factors  that  prevent  the  adjust- 
ments from  taking  place  that  would  yield  the  distribution  of  tasks  re- 
quired by  the  static  theory  of  comparative  costs.35 

Professor  Haberler,  the  most  persistent  critic  of  those  who  support  a 
theory  of  dollar  shortage,  though  willing  to  admit  to  transitional  diffi- 
culties, does  not  give  us  an  adequate  answer:36 

Suppose,  however,  for  argument's  sake,  that  in  the  United  States  progress  is 
faster  than  elsewhere.  It  is,  of  course,  entirely  fallacious  to  say  that  this  will 
lead  to  a  continuously  underselling  the  rest  of  the  world  by  the  United  States. 
What  it  means,  is,  first,  that  the  comparative  cost  situation  changes  and  that 
a  new  equilibrium  must  emerge.  [My  italics.] 

In  1954,  my  distinguished  colleague  repeats  the  position  he  had  taken 
in  1948.  Admitting  that  countries,  advancing  more  slowly  may,  but  need 
not,  be  hurt  by  their  trade  partners,  he  sees  at  worst  a  painful  adjustment 
when  the  trading  partners  advance,  especially  in  import-competing  in- 
dustries (substitution  of  rayon  and  nylon  for  silk  or  natural  rubber  for 
synthetic).  But  proper  monetary  and  exchange  policies  will  solve  these 
problems.37 

One  may  agree  that  a  rise  of  productivity  in  A  may  temporarily  em- 
barrass B,  but  B  will  make  the  necessary  adjustments.  These  adjust- 
ments take  time,  however,  and  therefore  the  transitional  difficulties  may 
persist  for  generations  if  one  development  adverse  to  B  is  followed  by 
another  before  B  has  adjusted  to  the  first,  and  so  on. 

Monetary  and  Fiscal  Policy 

At  this  point,  it  would  be  helpful  to  discuss  briefly  the  many  variables 
that  have  contributed  to  the  dollar  shortage  (also  see  Chapter  15).  The 
orthodox  view  seems  to  be  that  an  appropriate  monetary,  exchange,  and 
fiscal  policy  would  solve  the  problem.  Of  course,  most  orthodox  econ- 
omists agree  that  in  the  early  postwar  years,  the  imposition  of  appro- 
priate policies  in  these  areas  would  have  required  great  sacrifices  in 
numerous  countries.  For  Professor  Graham,  writing  in  1949,  the  dollar 
crisis  was  "solely  a  matter  of  discrepancy  between  the  controlled  ex- 
ternal .  .  .  value  of  the  pound  sterling  and  other  European  currencies 
and  their  .  .  .  internal  value."38  (Cf.  Robbins's  view,  pages  211-212.) 

Classical  theory  was  based  on  the  assumption  that  automatic  adjust- 
ments would  take  place  through  gold  movements,  etc.  Later  the  rele- 
vance of  the  behavior  of  the  monetary  authority  was  at  least  recognized. 

35  Polk,  op.  cit.,  pp.  211-214,  and  H.  S.  Ellis,  The  Economics  of  Freedom,  1950, 
p.  71.  Ellis  is  skeptical  of  differential  productivity  as  being  relevant. 

36  Haberler,  op.  cit.,  p.  438. 

37  G.  Haberler,  Currency  Convertibility,  1954,  especially  pp.  29-30,  42-43, 

38  Kindleberger,  op.  cit.,  p.  153. 
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Why,  it  may  be  asked,  has  monetary  and  fiscal  policy  been  inadequate? 
Before  tackling  that  problem,  I  would  note  that  the  supporters  of  ap- 
propriate monetary  and  fiscal  policies  are  also  those  who  insist  (and 
rightly)  that  trade  is  governed  by  the  principle  of  comparative  costs.  It 
is  difficult  to  find  an  explanation  of  why  deflation  or  disinflation  should 
affect  comparative  costs  so  as  to  bring  about  equilibrium.  The  answer 
must  lie  in  the  fact  that  as  prices  decline,  commodities  just  too  high- 
priced  to  be  exported  become  exportable  and  commodities  that  are 
barely  importable  lose  their  markets  as  competing  commodities  at  home 
are  depressed  in  price.  It  is  not  stressed  sufficiently,  however,  that  pres- 
sure to  reduce  prices  at  home  may  well  mean  a  contraction  of  output 
(though  not  strictly  relevant  in  the  peculiar  conditions  after  World  War 
II )  and  hence  less  goods  become  available  for  export. 

In  general,  I  agree  that  anti-inflationary  policies  tend  to  improve  the 
balance  of  payments.  I  am  convinced,  for  example,  that  the  flattening  out 
of  the  European  price  rise  in  the  years  1952  to  1954,  as  compared  with 
1945  to  1951,  contributed  toward  an  improvement  in  the  European  bal- 
ance of  payments  vis-a-vis  dollar  countries.  The  relative  inflation  had 
been  almost  completely  eliminated. 

Table  16-3.  Average  Annual  Percentage  Rise  of  Wholesale  Prices 


1945-1951 

1951-1953 

United  Kingdom 

16 

62 

Not  available 

45 

1 

France 

0 

Western  Germany 

0 

Italy 

-1 

Weighted  average* 

40 
9 

<1 

United  States 

-2 

*  The  weighting  is  by  Gross  National  Product.  The  three  countries  (1945  to  1951) 
account  for  about  60  per  cent  of  Western  Europe's  GNP;  the  four  countries,  for 
80  per  cent. 

source:  Based  on  material  in  International  Monetary  Fund,  International  Mone- 
tary Statistics. 


Undoubtedly,  monetary  policy  can  make  a  contribution  to  the  solu- 
tion of  the  balance-of-payments  problem.  Elementary  economics  teaches 
that  inflation  tends  to  weaken  a  country's  competitive  position,  increase 
imports,  and  reduce  exports.  Easy-money  policies  invoked  during  the 
war  were  undoubtedly  carried  over  too  long  by  some  countries  in  the 
postwar  period.  The  supply  of  money  was  out  of  line  with  prices  and 
foreign  exchanges  and  kept  out  of  line  through  controls.  The  rise  in  im- 
ports, loan-  or  aid-financed,  into  countries  suffering  from  excessive  in- 
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flation  and  balance-of-payments  problems  was  helpful  in  the  sense  that 
it  tended  to  offset  an  inflationary  excess  of  investment  over  savings  at 
home.  (A  rise  in  imports  is  the  equivalent  of  a  rise  in  savings.)  But  the 
rise  was  not  equal  to  countering  the  continued  inflationary  pressures. 

In  this  connection,  the  International  Monetary  Fund  makes  a  strong 
case  for  the  revival  of  monetary  policy,  showing  that  the  rise  of  reserves 
by  nondollar  countries  and  the  flattening  out  of  price  rises  were  associ- 
ated with  improved  monetary  restraints  and  the  gains  in  international 
reserves  were  larger  when  these  restraints  were  exercised.  The  favorable 
experience  of  Germany  in  the  early  fifties  is  contrasted  to  the  unfavor- 
able one  of  France  and  more  recently  (1955-1956)  of  Britain.  Indeed, 
the  IMF  may  go  too  far  in  attributing  to  inflation  the  disequilibrium  of 
the  postwar  period.  But  Dr.  Bernstein  wisely  ends  the  IMF  survey  as 
follows:39 

Monetary  policy  cannot,  by  itself,  solve  problems  which  have  their  origin 
in  other  forces  affecting  the  international  economic  position  of  a  country.  It 
cannot  solve  payments  problems  arising  from  a  loss  of  export  markets.  It  cannot 
solve  payments  problems  arising  from  the  loss  of  major  import  sources.  These 
are  problems  that  require  fundamental  changes  in  the  structure  of  the  world 
economy  and  the  pattern  of  world  trade.   .  .  . 

Yet  despite  this  improvement,  it  is  well  to  stress  the  great  obstacles 
confronting  monetary  and  Treasury  authorities  in  the  postwar  world. 
The  pressures  for  higher  money  wages  are  almost  irresistible,  being  tied 
to  the  improved  organization  of  labor,  high  employment,  the  quest  for 
social  security  (here  the  increased  rigidity  of  wages  in  the  form  of  social 
security  is  especially  important),  and  the  struggle  against  communism, 
with  resultant  pressure  on  government  budgets.  Here  are  strong  infla- 
tionary factors.  That  these  pressures  prevail  weakens  the  case  for  ex- 
change depreciation,  for  depreciation  will  not  improve  competitive  posi- 
tion if  domestic  factors  obtain  increased  rewards  which  raise  prices  at 
home  pari  passu  with  the  rise  in  the  price  of  foreign  currencies. 

Again,  destruction  caused  by  war  and  the  demands  for  rising  pro- 
ductivity further  strengthen  the  pressure  to  increase  government  ex- 
penditures and  the  supply  of  money  and  to  keep  the  rate  of  interest 
down.  The  scope  for  monetary  policy  becomes  increasingly  restricted  as 
the  effects  upon  the  growing  government-bond  market  are  considered. 
A  rise  of  rates  may  endanger  that  market,  a  risk  not  easily  taken.  The 
long-run  way  out  is  higher  productivity;  but  for  many  years  excessive 
investment,  given  the  current  balance  of  payments,  means  the  strength- 
ening of  inflationary  forces.  Higher  productivity  itself  may  not  solve  the 
problem  even  if  the  gains  of  higher  productivity  are  taken  excessively 

39  International  Monetary  Fund,  The  Revival  of  Monetary  Policy,  1953,  p.  16. 
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in  higher  incomes  (accompanied  by  higher  imports).  Earlier  we  dis- 
cussed the  relation  of  relative  gains  of  productivities  and  the  extent  to 
which  these  gains  are  absorbed  in  higher  incomes  or  reduced  prices. 
Nor,  as  we  shall  see  later  (Chapters  20  and  25),  is  it  easy  to  correct  the 
overvaluation  of  European  currencies  through  exchange  adjustments.40 

All  this  points  to  one  major  consideration,  namely,  the  increased  tend- 
ency to  stress  domestic  against  international  objectives.  In  the  classical 
theory  of  international  trade,  it  was  assumed  that  the  required  adjust- 
ments to  the  balance  of  payments  would  be  made.  In  the  modern  world, 
not  only  are  there  great  obstacles  to  these  adjustments,  but  as  a  result 
of  the  Keynesian  revolution  and  political  upheavals  there  is  an  increased 
tendency  to  sacrifice  objectives  of  international  equilibria  to  the  require- 
ments of  full  employment  and  growth,  a  better  distribution  of  income, 
improved  plant  and  equipment,  and  higher  productivity.  Hence,  here 
we  stress  not  only  the  greater  obstacles  to  international  equilibrium  but 
a  change  of  values. 

Limitations  on  monetary  and  fiscal  policy  undoubtedly  strengthen  the 
forces  that  make  for  the  dollar  shortage.  Orthodox  economists  are  justi- 
fied in  stressing  this  point,  but  it  is  also  relevant  that  these  adjustments 
are  not  automatic,  and  it  is  not  at  all  clear  that  their  unimpeded  use 
would  solve  the  problem  of  the  dollar  shortage.  The  reason  for  this  is 
that  an  excessive  strain  is  being  put  upon  the  mechanism. 

In  part  this  strain  stems  from  political  and  economic  conditions  asso- 
ciated with  the  war  and  its  aftermath.  A  large  rise  of  population,  a  highly 
liquid  position,  backlogs  of  investment,  full-employment  objectives,  in- 
crease of  welfare  outlays  which  strengthen  inflationary  pressures,  the 
rise  of  military  outlays — these  are  all  relevant.  In  the  face  of  these  de- 
mands, it  is  not  easy  to  accommodate  fiscal  policy  to  the  requirements  of 
a  balanced  dollar  market,  and  even  if  it  were,  the  accommodation  of 
monetary  policy  would  not  be  easy,  to  say  the  least.41 

In  the  British  crisis  of  1955-1956,  the  authorities  relied  heavily  on  monetary 
policy,  bringing  the  Bank  Rate  up  to  5%  per  cent.  What  is  more,  this  policy 
was  strengthened  by  the  use  of  large  direct  pressures  on  banks  and  borrowers. 
Yet  the  Governor  of  the  Bank  of  England,  in  an  unprecedented  statement, 
complained  that  the  scope  of  monetary  policy  in  the  post-war  had  been 
greatly  restricted.  In  the  view  of  the  Governor,  the  direct  impact  of  mon- 
etary policy  falls  on  a  smaller  proportion  of  the  economy  than  formerly  and 
the  impact  on  borrowing  and  spending  can  be  outweighed  by  Public  Authority 
and  the  impact  on  consumption  offset  by  the  level  of  earnings  and  fiscal  policy. 
Moreover,  higher  taxes  also  dull  the  effects  of  monetary  policy. 

40  S.  E.  Harris,  European  Recovery  Program,  chap.  5. 

41  International  Monetary  Fund,  International  News  Survey,  Oct.  14,  1955;  cf,  The 
Economist,  Jan.  10  and  Apr.  14,  1956. 
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In  this  connection  note  what  the  New  York  Reserve  Bank  has  to  say:42 

The  present-day  economic  setting,  however,  imposes  various  limitations  on 
the  effectiveness  of  the  discount  rate  weapon  abroad.  In  certain  countries,  the 
growth  of  nationalized  industries  and  other  officially  controlled  enterprises  has 
largely  insulated  major  sectors  of  the  economy  against  changes  in  the  cost  and 
availability  of  credit.  Moreover,  private  demand  for  bank  credit  seems  to  be 
responding  less  readily  to  interest  changes  because  of  the  higher  levels  of 
taxation,  the  widespread  practice  of  financing  investment  by  ploughing  back 
profits,  and  the  reduced  importance  of  the  commercial  bill.  Still  another  limi- 
tation on  discount  policy  in  certain  countries  is  the  great  liquidity  of  their 
banking  systems,  which  results  in  central  bank  accommodation  being  little 
used  and  the  discount  rate  being  out  of  touch  with  the  market.  Moreover, 
some  foreign  central  banks  have  still  not  gained  full  control  over  the  cash 
base  of  the  banking  system,  since  they  continue  to  allow  free  access  to  their  Ijj 

credit  facilities  through  a  "back  door"  at  a  low  rate  (often  by  standing  ready 
to  purchase  Treasury  bills  at  a  pegged  rate)  rather  than  through  the  discount 
window.  Furthermore,  even  in  countries  with  relatively  developed  money  mar-  i  II 

kets  the  relationship  between  the  money  market  and  the  capital  market  is  li|| 

often  such  that  impulses  imparted  to  short-term  rates  by  discount  rate  changes 
are  not  necessarily  reflected  in  long-term  rates.  Finally,  international  capital 
movements  are  less  free  than  before  the  war  and  less  sensitive  to  interest  rate 
changes. 

Pressures  on  the  Balance  of  Payments 

However,  these  are  not  the  only  pressures  put  upon  the  monetary  and 
fiscal  system.  In  many  years  the  terms  of  trade  have  been  adverse  for 
Western  Europe.  Even  a  deterioration  of  10  per  cent  in  the  terms  of 
trade  would  cost  Western  Europe  $3  billion  per  year  in  the  middle  fifties. 
Moreover,  gains  resulting  in  the  postwar  years  from  better  terms  of  trade 
for  overseas  countries  had  not  been  made  available  to  Western  Europe 
in  increased  dollar  receipts,  as  had  been  the  case  before  the  war. 

Europe's  dollar  problem  arose  in  part  from  the  reduced  receipts  from 
property  income,  the  fixed  price  for  gold  in  a  period  of  rising  prices  and 
trade,  the  increased  responsibilities  for  spending  abroad  (e.g.,  military), 
and  the  financing  of  new  loans  abroad  by  Europe.  The  Economic  Com- 
mission for  Europe  estimated  that  in  1950-1951  the  additional  burden  for 
Western  Europe  vis-a-vis  the  1938  volume  of  exports  could  be  measured 
in  the  following  way: 

As  a  result  of  a  decline  of  property  income,  this  income  yielded  in 
1950-1951  but  9  per  cent  of  the  receipts  from  the  1938  balance  of  ex- 
ports as  compared  with  32  per  cent  in  1938.  There  was  no  improvement 
from  1950  to  1952  if  we  limit  our  study  to  the  United  Kingdom,  by  far 
the   most   important   earner   of  foreign   income.   For  Western   Europe, 

42  Monthly  Review  of  Federal  Reserve  Bank  of  New  York,  June,  1956,  pp.  80-81. 
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Table  16-4  is  relevant  for  1950-1951  (also  see  the  deterioration  of  the 
British  capital  position  from  1938  to  1955 ) . 

Table  16-4 

%  of  1938  volume  of  imports 

Cost  of  financing  new  borrowings 7 

Increased  cost  of  adverse  movement  in  terms  of  trade  since  1938  (as- 
suming middle  of  1950  is  normal) 44 

Overseas  expenditures  additional 6 

The  significance  of  the  fixed  price  of  gold  is  suggested  by  the  fact 
that  gold  production  in  1937  and  1938  was  5  per  cent  of  world  trade;  in 
1952  and  1953,  but  1  per  cent.  In  the  two  years  preceding  the  war,  the 
United  States  purchased  $6  billion  of  gold  (these  were,  of  course,  ab- 
normal years);  in  the  seven  years  1948  to  1955,  she  disposed  of  $2.6 
billion;  and  even  from  1946  to  1955,  her  net  gains  were  but  $1.1  billion. 
In  1955,  gold  held  outside  the  United  States,  Canada,  and  the  IMF  was 
roughly  equal  to  the  value  held  just  before  the  war  but  the  amount  of 
export  trade  was  3%  times  as  high.  Obviously,  the  nondollar  world 
had  to  find  substitutes  for  large  absolute  and  relative  reductions  in  sales 
of  gold  in  dollar  markets,  losses  which  were  consistent  with  a  large  re- 
duction in  relative  reserves  for  nondollar  countries.43 

These  are  not  the  only  adverse  factors  in  the  balance  of  payments.  The 
breakdown  of  trade  with  Eastern  Europe  was  serious.  Western  Europe 
had  to  find  substitute  imports  of  $2,300  million  (all  figures  in  1938 
prices )  and  export  outlets  of  $900  million. 

Table  16-5.  Western  European  Trade  with  Eastern  Europe 
[In  millions  of  dollars  ( 1938  prices)  ] 


1938 


Imports . 
Exports . 


3,150 
1,600 


1951 


850 
700 


source:  Economic  Survey  of  Europe  since  the  War,  1953,  pp.  86,  100. 

The  loss  of  Eastern  Europe  as  a  source  of  supplies  and  markets  was 
matched  also  by  serious  setbacks  in  Asia  as  a  result  of  war  and  political 
upheavals  and  in  the  Americas  as  a  result  of  closer  ties  among  Western 
Hemisphere  countries  associated  in  part  with  the  failures  to  sell  and  buy 
for  Western  Europe  in  World  War  II.  Dollar  countries  have  improved 

43  Figures  from  International  Monetary  Fund,  International  Trade  Statistics;  Eco- 
nomic Commission  for  Europe,  Economic  Survey  of  Europe  since  the  War,  1953, 
pp.  11-13;  and  His  Majesty's  Stationery  Office,  United  Kingdom  Balance  of  Payments 
1946  to  1953,  pp.  6-7. 
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their  competitive  position  as  they  adapted  their  products  to  the  require- 
ments of  the  Western  Hemisphere  markets  and  as  these  countries  in- 
creasingly were  prepared  to  favor  exports  from  countries  which  were 
more  likely  to  deliver. 

Here  we  have,  then,  a  listing  of  the  factors  (not  by  any  means  com- 
plete) that  tended  to  weaken  the  position  of  Western  Europe  and  to 
some  extent  of  Asia.  The  latter's  deterioration  of  a  few  billion  dollars  in 
exports  vis-a-vis  imports,  of  course,  further  jeopardized  the  position  of 
Western  Europe,  for  Europe  could  no  longer  depend  upon  the  excess 
of  exports  from  these  countries  and  others  to  provide  the  dollars 
(through  an  excess  of  European  exports  over  imports  to  these  third 
countries)  to  finance  Western  Europe's  excess  of  imports  from  dollar 
countries.  In  general,  it  may  be  said  that  one  of  the  most  troublesome 
problems  for  Western  Europe  has  been  its  inability  to  find  products 
from  third  countries  that  might  be  substituted  for  dollar  products  and 
to  obtain  dollars  from  third  countries. 

In  the  light  of  these  adverse  factors  in  her  balance  of  payments, 
Europe  had  to  press  exports  and  discourage  imports.  Hence  to  balance 
their  accounts  countries  had  to  expand  exports  relative  to  imports  and, 
therefore,  to  sacrifice  goods.  The  pressure  to  sell  more  tended  to  turn 
the  terms  of  trade  against  these  countries,  and  hence  they  would  suffer 
an  additional  loss. 

Whatever  statistical  material  is  available  points  to  progress  toward 
dollar  equilibrium  in  the  first  ten  postwar  years.  From  a  substantial 
excess  of  imports  in  the  prewar  period,  the  United  Kingdom  by  1953 
had  raised  exports  to  an  equality  with  imports,  and  a  further  improve- 
ment followed  in  1954.  Of  course,  exports  rose  much  more  than  imports 
(70  and  45  per  cent,  respectively,  from  1946  to  1953),  though  the  rise 
was  roughly  equal  in  the  years  1948  to  1953.  For  France  the  gains  of 
exports,  relatively  speaking,  were  even  more  spectacular:  from  1946  to 
1953,  a  rise  of  exports  of  371  per  cent  and  of  imports  of  but  17  per  cent. 
It  should  be  observed,  however,  that  exports  were  at  an  especially  low 
level  in  France  at  the  end  of  the  war.  In  Western  Germany,  the  expan- 
sion of  exports  was  also  spectacular  and  especially  from  1948  to  1953.  By 
1953,  the  volume  of  export  trade  in  Western  Europe  seemed  to  have 
risen  by  more  than  70  per  cent  above  prewar  levels.44  According  to  the 
UN  Economic  Bulletin  for  November,  1956,  in  1954  and  1955  exports  of 
Western  Europe  to  the  outside  world  rose  by  9  and  8  per  cent,  respec- 
tively. 

Apparently  the  trade  balance  was  being  treated  effectively,  but  it 

44  Estimated  from  International  Bank  for  Reconstruction  and  Development,  Seventh 
Annual  Meeting,  Summary  of  Proceedings,  December,  1952,  p.  53;  and  International 
Monetary  Fund,  International  Trade  Statistics,  June,  1954. 
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should  also  be  observed  that  the  medicine  was  not  by  any  means  re- 
stricted to  the  classical  prescription.  The  British  depended  in  part  upon 
planning  and  controls  to  divert  resources  to  exports  and  to  limit  imports. 
In  fact,  most  European  countries  used  abnormal  trade  restrictions,  in- 
clusive of  licensing  of  imports,  exchange  control,  government  trading, 
and  other  nonpricing  and  discriminatory  measures.  Moreover,  the  im- 
provement in  the  export-import  balance  did  not  measure  a  corresponding 
gain  in  the  dollar-trade  balance,  despite  special  measures  to  stimulate 
exports  to  dollar  countries  and  discourage  imports  from  these  countries. 
For  example,  from  1946  to  1948  inclusive,  the  United  Kingdom's  adverse 
balance  on  current  account  averaged  £280  million;  from  1949  to  1953 
inclusive,  the  total  balance  had  been  converted  to  an  average  credit 
balance  of  £47  million;  for  the  dollar  account,  the  corresponding  figures 
were  £254  million  (adverse)  to  £241  million  (adverse).45  Relaxation 
of  controls  and  expansionist  policies  were  accompanied  by  a  dollar  crisis 
for  the  British  from  1954  to  1956. 

Conclusions 

It  is  evident  that  there  are  two  schools  of  thought  on  dollar  shortage. 
The  orthodox  school,  including,  for  example,  Professors  Graham,  Viner, 
Haberler,  Robbins,  and  Friedman,  insists  that  appropriate  monetary  and 
fiscal  policy  could  eliminate  the  dollar  shortage.  It  is  only  necessary  for 
the  debtor  countries  to  live  within  their  means,  and  appropriate  fiscal 
and  monetary  policies  would  help.  Even  the  later  Keynes  might  be 
classified  as  orthodox  in  this  connection,  for  his  approach  was  to  treat 
the  dollar  shortage  through  reduced  tariffs  in  the  United  States,  changes 
in  exchange  rates,  and  wage  inflation  in  the  United  States.  Perhaps  he 
was  less  orthodox  when,  in  his  discussions  of  the  twenties,  he  was  skep- 
tical of  the  efficacy  of  price  and  exchange  movements  and  would  treat 
the  disequilibrium  through  cancellation  of  reparations  and  debts. 

Sir  Dennis  Robertson  has  expressed  the  orthodox  view  well:46 

.  .  .  the  more  fully  developed  countries  of  the  Eastern  Hemisphere  have 
clung  tenaciously  to  ways  of  life  and  standards  of  consumption  which  they 
could  no  longer  afford;  the  less  developed  ones  have  aimed  at  a  pace  of  ad- 
vance which  they  had  no  possible  means  of  implementing.  Balance  could  have 
been  attained  by  now  if  the  former  had  shaken  off  their  crippling  rigidities 
and  the  latter  had  toned  down  the  exuberance  of  their  visions.  .  .  .  balance  al- 
ways can  be  attained  between  any  two  trading  areas,  however  great  the  gap 
between  them  in  productive  power,  provided  that  the  less  richly  endowed 
area  accepts  the  standard  of  living  to  which  its  relative  efficiency  entitles  it, 
and  does  not  keep  kicking  against  the  pricks  by  adhering  obstinately  to  occu- 

45  Calculated  from  United  Kingdom  Balance  of  Payments  1946  to  1953,  table  2. 

46  Sir  Dennis  H.  Robertson,  Britain  in  the  World  Economy,  1953,  pp.  55-56. 
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pational  immobility  and  Utopian  social  policy,  buttressed  by  monetary  inflation 
and  an  over- valued  exchange. 

But  Robertson  also  adds  a  very  important  reservation  which  to  me 
seems  to  be  the  most  vital  aspect  of  the  problem.47 

...  it  [the  comparative-cost  presentation]  is  essentially  a  static  picture.  What 
is  to  happen  if  Country  A  is  not  only  better  endowed  than  country  B,  but  if 
the  disparity  of  endowment  between  them  is  continually  increasing  through 
the  cumulative  mutual  interaction  of  capital  accumulation  and  technical  prog- 
ress? .  .  .  the  task  of  attaining  it  [a  distribution  of  functions  in  the  best  in- 
terests of  both]  and  then  of  abandoning  it  almost  immediately  for  a  new  one, 
may  surpass  the  human  capacity  for  adjustment  in  what  is,  ex  hypothesi,  the 
weaker  country.   .   .   . 

To  this  orthodox  school  belong  Viner,  Haberler,  Friedman,  and  many 
others.  For  example,  Robbins  is  a  member  of  this  school.  In  the  absence 
of  deflation  in  the  United  States,  it  should  have  been  relatively  easy 
to  bring  about48 

the  positive  contraction  of  costs  and  prices.  ...  I  am  arguing  in  effect  that 
while  there  were  profound  real  influences  tending  to  cause  disequilibrium  in 
the  balance  of  payments  of  the  non-dollar  powers,  the  persistence  of  these 
influences  is  to  be  attributed  in  a  very  substantial  manner  to  monetary  influ- 
ences operating  on  the  same  side — to  the  unwillingness  of  the  deficit  countries 
to  curb  their  local  inflation. 

In  similar  vein,  Machlup  contended  that  the  dollar-short  countries 
were  unwilling  to  live  within  their  means.  Their  rise  of  productivity 
exceeded  their  losses  in  terms  of  trade,  and  hence  with  rising  per  capita 
real  incomes  there  was  little  excuse  for  living  beyond  their  means.49 

Those  who  tended  to  stress  the  inadequacies  of  monetary  and  fiscal 
policies  in  the  dollar-short  countries  were  also  inclined  to  raise  questions 
concerning  the  thesis  of  relative  productivity  gains  of  the  United  States 
as  the  explanation  of  dollar  shortage.  There  are  numerous  variations  of 
this  theme:  For  Johnson,  the  issue  is  largely  the  rise  of  income  accom- 
panying higher  productivity  for  the  United  States  and  hence  the  tend- 
ency to  increase  imports;  for  Bernstein,  the  point  was  that  productivity 
gains  for  the  United  States  vis-a-vis  other  countries  would  be  uneven 
and  these  should  not  bring  long-term  imbalances  (MacDougall  also 
noted  that  many  poor  countries  were  in  balance  on  dollar  account); 
for  Lederer,  the  danger  of  increased  productivity  would  be  real  only  if, 
with  the  rise  of  productivity  and  lower  prices,  elasticity  would  be  high 
enough  to  raise  dollar  payments  or  if  higher  productivity  were  not  offset 

Ibid.,  p.  58 


"'  Ibid.,  p.  55. 

48  Robbins,  op.  cit.,  pp.  54-55;  cf.  p.  53. 

49  Machlup,  op.  cit.,  p.  267. 
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by  increased  leisure  or  a  corresponding  rise  of  income  ( and  hence  United 
States  prices  would  fall  greatly  in  response  to  higher  productivity). 
Lederer  was  also  sanguine  that  Europe's  productivity  was  on  the  rise. 
The  European  countries  increasingly  have  a  comparative  advantage  in 
manufactured  products  with  limited  markets  or  diverse  markets  and  are 
much  more  alerted  to  innovation  than  before  World  War  II.  The  large 
rise  of  manufactured  imports  into  the  United  States  is  relevant.50 

The  adherents  of  the  dollar  shortage,  however,  dubious  of  therapy 
through  monetary  and  fiscal  policy,  were  especially  impressed  by  the 
structural  changes  which  were  not  adequately  subject  to  monetary  or 
fiscal  treatment.  This  in  a  sense  was  Hicks's  position  and  Williams's.  It 
was  also  the  position  of  those  who  stressed  the  great  and  persistent  de- 
mand for  American  products  (an  aspect  of  productivity),  the  increased 
independence  of  America  from  foreign  products  with,  for  example,  the 
advances  of  chemistry.  The  skeptics  of  the  dollar  shortage,  on  the  other 
hand,  pointed  to  the  increased  need  of  foreign  food  and  raw  materials 
by  the  United  States.  Polak  had  shown  the  limitations  of  monetary 
policies  in  treating  structural  changes.  In  a  survey  of  United  States  eco- 
nomic policies,  by  a  distinguished  group  of  political  economists,  the 
following  appeared:51 

In  principle,  therefore,  it  can  always  be  overcome  by  monetary  and 
financial  means — e.g.,  by  some  combination  of  deflation  in,  and  devaluation 
by,  the  deficit  countries — regardless  of  the  "real"  trading  relations.  But,  in 
the  case  of  Western  Europe's  and  Japan's  postwar  dollar  shortage,  the  economic 
cost  of  so  doing  would  have  been  far  too  high  to  be  politically  acceptable  in 
these  countries.  The  reason  it  would  be  so  high  is,  precisely,  that  the  causes 
of  Western  Europe's  and  Japan's  heavy  dependence  on  North  American 
primary  products,  and  of  their  weak  competitive  position  relative  to  the  United 
States,  are  structural — that  is,  these  causes  are  relatively  unresponsive  to 
changes  in  the  internal  monetary  conditions,  the  export  prices,  and  the  terms 
of  trade  of  the  dollar-short  industrial  countries.  Thus,  the  causes  of  lagging 
agricultural  production  outside  North  America  will  be  affected  relatively  little 
by  a  further  increase  in  agricultural  prices  and  a  further  deterioration  in 
Europe's  and  Japan's  terms  of  trade.  The  most  important  causes  of  Western 
Europe's  relatively  weak  competitive  position  (especially  in  Western  Hemi- 
sphere markets)  are  in  large  part  of  a  non-price  and  non-monetary  character. 
They  will,  therefore,  be  offset  to  only  a  limited  degree  by  export  price-cutting 
(e.g.,  through  devaluation)  or  by  internal  monetary  restriction  in  Europe  and 
Japan.  In  short,  neither  the  rate  of  growth  of  the  supply  of  primary  products 
imported  by  Western  Europe  and  Japan,  nor  the  supply  of  their  own  manu- 
factured exports,  nor  the  demand  of  other  countries  for  those  exports,  are 
likely  to  be  sufficiently  responsive  to  price  and  monetary  changes. 

50  Lederer,  op.  cit.,  p.  183. 

51  W.  Y.  Elliott  et  al.,  The  Political  Economy  of  American  Foreign  Policy,  1955, 
p.  92. 
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For  the  unorthodox  school,  then,  the  malady  is  chronic.  Monetary  and 
fiscal  policies  will  not  correct  the  situation,  though  obviously  they  may 
help.  Neither  the  creditor  nor  debtor  countries  are  free.  In  Mr.  Cros- 
land's  view,  devaluation,  disinflation,  and  tinkering  with  interest  rates 
will  not  suffice.52 

For  the  origins  of  the  problem  are  ...  in  a  major  revolution  of  the  kind 
that  occurs  perhaps  once  or  twice  in  a  century,  in  world  economic  relation- 
ships Britain  has  lost  her  industrial  leadership  to  the  United  States,  and  that 
country  now  bestrides  the  world  in  so  colossal  a  position  that  the  dollar  and 
non-dollar  worlds  can  reach  no  proper  balance. 

As  Professor  Samuelson  expresses  it:53 

If  the  authorities  of  both  the  debtor  or  credit  countries  are  free  to  pursue 
any  cooperative  policies,  and  if  they  wish  to  end  the  chronic  dollar  shortage, 
there  is  much  they  can  do  about  it.  But  they  are  not  free.  And  the  measures 
they  take  to  "correct"  the  situation  will  have  repercussions  (a)  on  unemploy- 
ment, (b)  on  inflation,  (c)  on  terms  of  trade,  (d)  on  an  available  national 
output,  and  (e)  on  relative  exchange  rates.   .  .  . 

What  is  the  cause  of  the  chronic  dollar  shortage?  According  to  Kindle- 
berger,  it  is  the  tendency  toward  depression  and  stagnation  in  the  United 
States  (excess  of  savings)  with  relative  inflation  (excess  of  investment) 
in  other  countries;  according  to  Williams,  it  is  the  size  of  the  United 
States,  its  strong  and  improving  competitive  position,  its  relative  inde- 
pendence of  imports;  according  to  Hicks,  it  is  the  varying  rate  of  gains 
of  productivity,  and  particularly  in  import-competing  industries  in  the 
non-dollar-short  countries;  according  to  Balogh,  it  is  the  greater  technical 
gains  in  the  United  States  and  the  propensity  to  depression  if  savings  are 
not  invested  in  the  United  States  and  to  great  gains  in  productivity  if 
they  are;  according  to  Nurkse,  it  is  the  tendency  of  countries  with  lower 
standards  of  living  to  emulate  the  consumption  standards  of  the  United 
States,  with  unfortunate  effects  on  savings  and  the  balance  of  payments; 
according  to  Samuelson,  it  is  natural  for  poor  countries  to  receive  aid 
or  borrow  from  rich  countries  and  then  repudiate. 

These,  then,  are  fundamental  forces  that  make  for  dollar  shortage,  and 
they  are  strengthened  by  wars  and  political  upheavals,  which  help  to 
explain  a  deterioration  in  the  terms  of  trade  for  Western  Europe,  loss 
of  property  and  income  abroad  by  Western  Europe,  loss  of  markets, 
and  diversion  of  trade  away  from  channels  suggested  by  relative  costs. 
These  also  contribute  to  the  dollar  shortage,  though  to  some  extent  losses 
are  recouped  as  the  effects  of  the  hot  war  wear  off.  But  there  is  a  residue 

52  C.  A.  R.  Crosland,  Britain's  Economic  Problem,  1953,  p.  202. 

53  Samuelson,  op.  cit.,  p.  408. 
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here  which  tends  to  strengthen  the  forces  making  for  the  dollar  shortage, 
e.g.,  a  tendency  toward  excessive  industrialization  in  agricultural  coun- 
tries, losses  of  property  income  abroad  by  Western  Europe,  greater  em- 
phasis on  high  employment  and  improved  distribution  of  income  at 
home,  the  new  structure  of  trade  with  East- West  trade  largely  cut  and 
inter-American  ties  greatly  strengthened,  the  effects  of  inflation  upon  the 
contributions  of  gold  sales,  etc. 

Obviously,  large  sacrifices  are  involved  if  the  dollar  account  is  to  be 
balanced,  not  only  those  measured  by  the  current  disequilibrium  but 
increased  sacrifices  if  the  forces  listed  continue  to  operate,  and  on  top 
of  that  the  cost  of  a  deterioration  in  the  terms  of  trade  as  vast  exports  are 
pressed  by  nondollar  countries.  Shutting  out  imports  means  an  additional 
loss  involved  in  obtaining  supplies  under  high-cost  conditions.  Moreover, 
with  the  rise  of  nationalism,  the  pressure  of  exports  from  countries  short 
of  dollars  is  confronted  with  protective  measures  abroad,  and  hence  to 
achieve  a  given  result  even  increased  concessions  in  price  are  required. 
The  struggle  for  dollars  among  the  nondollar  countries,  which  may  be 
treated  with  a  return  to  convertibility,  aggravates  the  problem  because 
it  becomes  more  difficult  to  obtain  dollars  through  sales  in  third  markets. 

All  these  obstacles  to  balancing  the  dollar  account  might  not  be  de- 
cisive in  the  views  of  many  if  the  dollar-short  countries  could  cut  imports 
and  raise  exports  through  appropriate  exchange  policies.  This  is  aside 
from  the  question  that  they  may  be  unwilling  or  that  it  would  be  dan- 
gerous from  a  political  angle  to  make  the  sacrifices  subsumed  under  ex- 
change adjustments.  But  here  there  are  all  kinds  of  difficulties.  With  a 
delicate  balancing  of  interests,  recourse  to  exchange  flexibility  is  always 
difficult.  Some  lose  (e.g.,  importers),  and  others  gain  (e.g.,  exporters), 
and  the  question  is  raised  of  imposing  mobility  that  may  not  be  required 
in  the  long  run.  But  the  crucial  point  is  that,  even  if  used,  the  effects 
are  not  likely  to  be  adequate,  and  I  assume  away  the  tough  problem 
raised  by  further  gains  of  productivity  in  dollar  countries  or  higher 
prices  for  food  and  raw  materials  as  successive  adjustments  in  exchange 
rates  are  made. 

At  what  exchange  rates  would  equilibrium  be  achieved?  It  is  a  com- 
mon view  that  under  inelastic  supply  conditions  of  the  early  fifties  at 
home  and  inelastic  demand  conditions  abroad,  it  would  not  be  possible 
to  increase  dollar  receipts  greatly  through  recourse  to  exchange  de- 
preciation. (By  1955  elasticities  had  undoubtedly  increased.)  Even  at 
moderate  rates  of  depreciation,  inflationary  forces  would  be  greatly 
strengthened — not  only  because  of  the  direct  effects  of  depreciation  on 
export  and  import  prices  but  also  because  in  democratic  countries  and 
especially  those  subject  to  Communist  pressures,  it  is  virtually  impos- 
sible to  force  upon  large  segments  of  the  population  the  sacrifices  in- 
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volved.  Labor  demands  adjustments  in  wages  to  the  higher  cost  of 
living,  and  all  groups  demand  a  continuance  of  investment  programs  that 
presumably  will  ultimately  raise  standards  of  living.  What  government 
fails  to  do  directly  through  tax  policy  (e.g.,  increasing  savings  and  cut- 
ting expenditures)  or  through  reduced  public  expenditures  or  through 
controls,  the  public  refuses  to  accept  indirectly  through  exchange  depre- 
ciation, which  in  no  small  part  is  a  device  for  imposing  a  cut  in  the 
standard  of  living  and  the  level  of  investment.  In  fact,  depreciation  re- 
quires a  movement  of  factors,  especially  into  export  and  import-com- 
peting industries,  and  some  inflation  is  a  condition  for  achieving  this 
movement.  It  may  even  be  said  that  inflation  in  moderate  degree  is  a 
price  that  has  to  be  paid  for  high  levels  of  output.  To  this  extent  any 
anti-inflationary  policy  may  be  more  costly  through  its  direct  effects  on 
exports  than  helpful  in  reducing  prices. 

From  all  this  I  do  not  conclude  that  nothing  can  be  done  to  solve  the 
dollar  problem.  The  most  obvious  source  of  gain  would  be  an  improve- 
ment in  international  political  relations.  Other  fruitful  sources  would  be 
strong  antidepression  policies  in  the  United  States,  a  more  liberal  trade 
policy  in  dollar  countries,  a  moderate  rise  in  the  price  of  gold,  increases 
of  savings  in  nondollar  countries  (directly  or  through  government 
action),  investment  policies  geared  more  to  the  requirements  of  the 
international  economic  situation  (as  both  Harrod  and  Robertson  have 
eloquently  contended),  revitalization  of  the  international  capital  market, 
more  moderate  industrialization  policies  abroad,  and  measures  to  in- 
crease the  productivity  of  nondollar  countries.  As  has  been  noted  above, 
some  progress  has  been  made,  especially  in  monetary  and  fiscal  policies. 
As  output  and  savings  rise,  it  becomes  easier  for  nondollar  countries  to 
make  sacrifices  which  would  tend  to  narrow  the  gap.  But  there  still  re- 
main elements  of  incapacity,  of  unwillingness  to  make  sacrifice,  and  of 
excessive  pressures  on  the  adjustment  machinery.  These  pressures  are  the 
greater  in  so  far  as  productivity  (inclusive  of  improved  demand  for 
United  States  products )  continues  to  gain  here  relatively  and  with  prices, 
income,  elasticities,  and  hence  exports  and  imports  moving  in  a  manner 
to  weaken  the  average  dollar  value  of  all  foreign  currencies,  e.g., 
Europe  in  1946  to  1953  and  Asia  in  1953. 

A  young  economist  and  student,  Peter  Kenen,  serving  as  a  guinea  pig, 
complained  after  reading  this  manuscript  that  Professor  Haberler  and 
the  author,  who  discussed  these  issues  in  our  seminars  over  the  years, 
were  in  fundamental  agreement  on  the  theory  of  dollar  shortage  but 
disagreed  on  what  could  be  done  through  monetary  and  fiscal  policy. 
However,  I  believe  our  difficulties  are  more  fundamental.  Hence  I  make 
another  attempt  to  classify  writers.  It  is  not  easy  to  reconcile  the  various 
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views  further  than  has  already  been  done.  Many  hold  that  the  dollar- 
short  countries  insist  upon  living  beyond  their  means.  Haberler,  Harrod 
(at  one  point),  Viner,  Machlup,  Robbins,  and  Robertson,  among  others, 
fall  into  this  category.  The  adherents  to  the  position  incline  toward  a 
view  that  adequate  monetary  or  monetary  and  fiscal  policies  would 
solve  the  problem  of  the  dollar-short  countries.  They  tend  to  under- 
estimate the  institutional  obstacles  to  proposed  policies. 

Others,  skeptical  of  the  dollar  shortage,  deny  the  relative  gains  of 
productivity  of  the  United  States,  as  an  explanation  of  dollar  shortage. 
Thus,  MacDougall  does  not  find  that  productivity  rises  faster  in  the 
United  States;  Lederer  points  to  the  gains  of  productivity  elsewhere; 
Bernstein  denies  gains  of  the  United  States  in  relation  to  all  countries; 
others  (Lederer  and  Johnson)  stress  the  relation  of  productivity  to  in- 
come and  hence  increased  imports  for  the  United  States,  the  inference 
being  that  relative  gains  of  productivity  should  not  increase  the  scarcity 
of  dollars. 

On  the  other  side  of  the  fence  will  be  found  Balogh,  Harris,  Hicks, 
Keynes  (the  early  one),  Kindleberger,  Nurkse,  Robertson  (at  one  point), 
Samuelson,  and  Williams.  In  such  issues  as  the  greater  economic  strength 
of  the  United  States,  the  persistent  tendency  of  relative  deflation  in  the 
United  States  and  inflation  elsewhere,  the  steady  relative  gains  of  pro- 
ductivity here  before  adjustment  can  be  made  to  earlier  gains,  the 
tendency  for  productivity  to  rise  in  import-competing  industries  in  the 
dollar  countries — in  these  and  other  explanations  they  find  support  of 
a  long-continued  shortage  of  dollars. 

Writers  in  this  category  also  tend  to  question  the  potency  of  monetary, 
fiscal,  and  wage-  and  exchange-rate  policies  as  correctives  of  dollar 
famine.  These  policies  may  be  invoked  and  may  be  helpful,  but  in  the 
light  of  the  restricted  field  of  operation  of  these  policies,  the  great  bur- 
den put  upon  them  by  these  fundamental  trends,  and  the  institutional 
blocks  to  effective  use  of  these  policies,  the  dollar  shortage  may  con- 
tinue for  long  periods  of  time. 

I  need  scarcely  add  that  the  writers  included  in  the  latter  category 
do  not  agree  in  all  explanations  of  the  dollar  shortage  or  on  the  meas- 
urement of  therapeutic  effects. 

No  one  can  say  how  long  the  dollar  problem  will  be  with  us,  for  so 
much  depends  on  political,  economic,  and  other  institutional  develop- 
ments. There  is  much  to  be  said  for  a  position  taken  by  Sir  Donald 
MacDougall  in  an  article  written  in  1954.  We  just  do  not  know.54  As 
we  shall  see  in  a  later  part  of  this  book  (Part  Five),  the  dollar  problem 
can  be  treated  by  tariff  policy  in  the  United  States,  loans  and  grants  by 

54  Cf .  MacDougall,  op.  cit.,  pp.  185-200. 
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this  country,  and  also  surrender  of  export  markets.  Our  great  and  in- 
creasing dependence  on  raw  materials  and  food,  as  is  evident  from  the 
Paley  Report,  also  may  contribute  toward  a  solution  over  the  next  ten 
to  twenty-five  years.  MacDougall  notes,  however,  that  the  increased 
pressure  on  agricultural  markets  resulting  from  the  rise  of  purchases  by 
the  United  States  may  turn  the  terms  of  trade  against  the  United 
Kingdom. 

Interestingly  enough,  as  I  read  these  final  proofs  in  March,  1957,  the 
U.S.  Department  of  Commerce  announces  for  the  last  quarter  of  1956 
the  first  serious  loss  of  gold  and  dollar  reserves  by  foreign  countries  in 
several  years. 


CHAPTER  17 

Trade  and  Restraints 


Declining  Significance  of  Trade 

Classical  economics  stressed  the  advantage  of  the  division  of  labor  and 
hence  the  gains  to  be  had  from  international  trade.  It  was  assumed  in 
most  instances  that  gains  accrued  not  only  to  the  world  but  also  to 
each  country.  Even  if  one  country  introduced  restrictions,  another  fol- 
lowing this  lead  would  only  inflict  damage  on  itself.  As  Mrs.  Joan 
Robinson  expressed  it,  these  free  traders  would  contend  that  it  was 
stupid  to  drop  boulders  in  a  harbor  merely  because  the  people  of  an- 
other country  had  dropped  them  in  their  ports.  Furthermore,  the  general 
position  was  that  no  distributive  share  (e.g.,  labor,  capital)  would  gain 
as  a  result  of  the  introduction  of  protectionism^  This  position  is  not 
unexpected  when  it  is  considered  that  only  in  relatively  recent  years  has 
the  theory  of  international  trade  explicitly  encompassed  more  than  one 
factor  of  production.  Obviously,  on  the  assumption  of  one  factor,  the 
substitution  of  one  for  another  is  out  of  the  question — yet  protection- 
ism generally  involves  some  substitution  of  one  factor  of  production  for 
another. 

But  here  is  what  Malthus  had  to  say  in  a  letter  to  Ricardo  in  1815 11 

.  .  .  and  I  am  very  far  from  agreeing  with  you  in  thinking,  that  high  relative 
prices,  with  regard  to  other  countries  arise  solely  from  the  real  difficulty  of 
production.  They  may  indeed,  and  do  arise  from  the  high  price  of  the  ma- 
terials of  capital,  but  by  no  means  always  from  the  greater  quantity  of  labor 
required.   .   .  . 

It  is  necessary  to  consider  restrictions  on  trade  in  the  light  of  a  fully 
developed  theory  of  international  trade  and  in  the  kind  of  world  we 
have  had  in  the  last  generation  and  are  likely  to  have  in  the  next:  in  this 
world  we  have  planned,  as  well  as  relatively  free,  economies;  developed 
economies   short   of   international   reserves   and   others   with   plenty   of 

1  Ricardo,  vol.  VI,  p.  256. 
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reserves;  underdeveloped  economies  impatient  to  develop  and  indus- 
trialize; a  resurgence  of  nationalism  and  increased  insecurity  which 
greatly  affect  trade  policies  and  reduce  capital  movements  as  an  equi- 
librating force;  and  with  all  these  the  evolution  of  the  most  devilish 
techniques  for  restricting  trade  which  were  virtually  unknown  even 
fifty  years  ago. 

As  early  as  1919,  Keynes,  impressed  by  the  increased  population  and 
industrialization  overseas  and  hence  the  higher  costs  of  food  and  raw 
materials  for  Europe,  had  argued  that  the  advantages  of  trade  were  not 
so  great  as  had  generally  been  assumed.  In  later  years  he  and  others 
were  to  elaborate  this  position.  In  so  far  as  the  comparative  advantage  is 
narrowed,  then  the  pressure  to  restrict  trade  increases:  first,  because  the 
losses  resulting  are  reduced,  and,  second,  because  with  small  differences 
in  comparative  advantages  the  instability  of  trade  is  revealed  (e.g., 
nonimports  more  easily  become  imports )  and  even  increased,  and  hence 
the  advantages  of  trade  seem  less. 

What  are  the  Jf actors  that  tend  to  make  international  trade  less  im- 
portant? firs)^  there  is  the  rise  of  insecurity  and  hence  the  need  of 
ensuring  self-sufficiency.  As  the  Communist  world  grows,  this  aspect  of 
the  problem  becomes  more  important.  The  U.S.S.R.'s  trade  with  the  out- 
side world  over  a  period  of  forty  years  (aside  from  gifts)  was  probably 
less  than  1  per  cent  of  her  income.  In  the  United  States,  even  industries 
like  textiles  clamor  for  protection  on  the  grounds  of  security.  Second,  as 
the  rest  of  the  world  industrializes,  the  range  of  industries  where  differ- 
ences in  comparative  costs  are  large  is  reduced.  Most  countries,  once 
they  have  gone  through  the  learning  stage,  are  capable  of  producing 
commodities  processed  out  of  local  materials  at  unit  costs  not  greatly 
out  of  line  with  costs  in  highly  industrialized  countries.  Once  the  im- 
portation of  capital  goods  goes  through  the  early  stages  of  industrial- 
ization— and  here  the  gap  of  comparative  costs  is  large  and  hence  the 
gains  of  trade  large — then  nondurable  goods,  where  gaps  of  costs  are 
less,  become  significant.  Third,  even  when  manufactured  goods  can  be 
produced  only  at  a  great  disadvantage,  noneconomic  considerations,  e.g., 
national  pride  or  militarism,  drive  countries  toward  industrialization. 
Fourth  (related),  the  general  tendency  is  to  import  raw  materials  (low- 
valued)  increasingly  and  manufactured  goods  ( high- valued )  less.  The 
gains  of  technology  are  relevant  here  also,  for,  as  noted,  even  materials 
may  be  kept  out.  Fifth,  the  movement  of  population  inland  tends  to 
cut  the  ratio  of  trade  to  income.  (Transportation  costs  become  a  greater 
deterrent.)  Sixth,  science  tends  to  narrow  the  gap  of  comparative  ad- 
vantage. Thus  the  development  of  electricity  and  atomic  energy  reduces 
the  advantage  of  location  close  to  coal;  the  advance  of  synthetics  in 
rubber,  nitrates,  fabrics,  and  plastics  cuts  the  gains  from  the  exchange 
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between  industrial  and  raw-material  countries.  Seventh,  with  advancing 
standards  of  living,  spending  patterns  change  and  services  account  for  a 
larger  part  of  the  consumers  dollar.  These  services  include  medicine, 
education,  distribution,  travel,  etc.,  largely  domestic  commodities.  Hence 
for  this  reason  trade  tends  to  fall  relative  to  income.  Eighth,  in  a  world 
of  increased  nationalism,  capital  moves  less  easily  and  hence  export  (and 
later  import)  trade  suffers,  for  part  of  the  trade  is  tied  to  capital  move- 
ments. (As  is  noted  elsewhere,  however,  we  should  observe  that  with 
movements  of  factors  more  restricted,  trade  tends  to  expand.)  Further- 
more, in  the  nationalistic  world,  repayments  of  capital  are  more  likely 
to  be  made  by  reduced  imports  by  the  debtor  nation  rather  than  through 
increased  exports.  Ninth,  much  of  the  trade  is  based  on  the  exploitation 
of  natural  resources  which  cannot  be  permanent  and  which  is  subject 
to  control  by  the  underdeveloped  countries.  Venezuela  will  be  unable 
permanently  to  export  oil  to  pay  for  most  of  its  imports,  and  Brazil  re- 
fuses to  allow  the  exploitation  of  its  oil  resources.  The  mines  of  Bolivia 
and  Chile  by  the  1950s  revealed  serious  depletions,  while  the  gold  of 
South  Africa  was  mined  at  higher  and  higher  costs. 

This  point  might  be  elaborated.  Venezuela  finds  the  export  of  oil 
profitable  on  obvious  comparative-cost  principles.  But  would  she  find 
this  profitable  if  a  longer  view  were  taken?  Or  would  foreigners  find  the 
trade  so  profitable  if  the  price  charged  included  an  adequate  allowance 
for  capital  depletion?2  Finally,  as  Robertson  has  noted,  once  the  gap  in 
comparative  costs  is  greatly  narrowed,  the  gains  of  trade  are  greatly  re- 
duced, and  small  relative  shifts  of  costs  bring  large  shifts  in  exports  and 
hence  point  up  instability  and  stimulate  the  use  of  protective  devices. 

The  issue  of  the  future  of  trade  can  be  pointed  up  in  a  discussion  of 
British  history.  In  post- World  War  II  Britain,  a  strong  case  can  be  made 
for  restrictions  on  trade.  British  imports  have  been  a  large  part  of 
British  income,  a  ratio  explained  by  Britain's  ability  in  the  nineteenth 
century  to  command  a  large  part  of  the  world's  output  and  exports  of 
manufactures.  But  with  increased  industrialization  abroad,  the  cor- 
responding relative  reduction  of  agricultural  output,  and  the  greater 
ease  of  imitation  of  new  techniques,  the  British  have  found  it  increasingly 
difficult  to  pay  for  their  imports,  primarily  food  and  raw  materials.  Mr. 
Austin  Robinson  shows,  for  example,  that  British  imports  relatively  are 
much  higher  than  German  imports.  Confronted  with  increased  obstacles 
in  selling  abroad,  the  British  must  make  great  sacrifices  in  their  terms  of 

2  See  especially  D.  H.  Robertson,  "The  Future  of  International  Trade,"  Economic 
Journal,  1938,  pp.  1-14  (here  Robertson  throws  an  illuminating  light  on  these 
problems,  though  he  wrongly  anticipates  population  trends),  and  J.  M.  Keynes, 
Treatise  on  Money,  vol.  II,  p.  189,  and  New  Statesman  and  Nation,  Mar.  21,  1931. 
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trade  (reduced  prices  for  exports)  and  then  not  be  sure  of  obtaining 
adequate  foreign  currency  to  pay  for  essential  imports  or  produce  more 
at  home  as  substitutes  for  imports.  There  is  no  long-run  solution  other 
than  a  rise  of  exports  or  a  decline  of  imports.  The  structural  adjustments 
may  come  through  unemployment  (in  response  to  loss  of  reserves)  or 
through  restrictions  on  imports,  which,  of  course,  may  also  cut  produc- 
tivity. In  the  last  fifty  years,  the  transfer  from  textiles  to  metal  trades  and 
chemicals  has  helped  but  has  been  inadequate  to  solve  Britain's  problems, 
especially  in  view  of  her  large  losses  of  income  on  capital  invested  abroad 
and  other  invisible  income.  In  theory  and  practice  the  solution  of  Britain's 
weakened  competitive  position  must  lie  in  part  in  a  relative  rise  of 
domestic  activity.  The  resultant  losses  of  uneconomic  allocation  of  factors 
has  to  be  put,  in  the  absence  of  greater  domestic  activity,  against  those 
associated  with  deteriorated  terms  of  trade  and  unemployment.3  Indeed 
the  trend  toward  advanced  industries  helps,  but  both  the  shifts  and  the 
needed  exploitation  of  foreign  markets  advance  too  slowly. 

The  figures  in  Table  17-1  indicate  the  developments  in  the  United 
Kingdom. 

Table  17-1.  Output,  Imports,  and  Exports  by  Classes  and  Relation  of  Imports 
to  Income,  United  Kingdom,  Various  Years,  1850  to  1953 


1953 


Imports,  %  national  income 

%  distribution  of  occupied  population: 

Agriculture  and  fishing 

Manufacturing 

Textiles  and  clothing 

Metals  and  machinery,  etc 

Various  services 

Exports,  %  manufacturing 

Textiles 

Metal  and  engineering 

Imports: 

%  food  and  livestock 

%  raw  materials 


1850 

1913    19 

33 

18 

28 

21.4* 

7.8| 

32.9* 

29. 9f 

22.2* 

13.7$ 

6.1* 

9.8$ 

26.8* 

39.6$ 

93 

79 

63 

34 

18 

27 

34 

37 

16 

60 

43 

11 

26 

4.7$ 
34.1$ 

7.7$ 
17.5$ 
37.2$ 
88$ 
19$ 
49$ 


*  1851. 
t  1911. 
$  1951. 

source:  E.  A.  G.  Robinson,  "The  Changing  Structure  of  the  British  Economy," 
Economic  Journal,  September,  1954,  pp.  458-461. 

So  far  we  have  tried  to  explain  why  trade  is  less  important  than  it 

used  to  be.  One  explanation  is  the  growth  of  restrictions.  Then  we  dis- 

3  See  especially  E.  A.  G.  Robinson,  "The  Changing  Structure  of  the  British  Econ- 
omy," Economic  Journal,  September,  1954,  pp.  443-461. 
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cussed  one  aspect  of  the  restrictions  on  trade — why  under  special  condi- 
tions it  may  pay  a  country  to  restrict  trade — and  the  relevant  issue  of 
retaliation.  Then  we  discuss  restrictive  techniques. 

Restrictions  on  Trade  and  Terms  of  Trade 

In  his  famous  Memorandum  on  the  Fiscal  Policy  of  International 
Trade  (1903),  Marshall  demonstrated  that  A  in  imposing  a  50  per  cent 
tariff  on  the  goods  of  B  might  force  B  to  pay  the  tax,  a  result  which  in 
current  language  would  suggest  improved  terms  of  trade  for  A.4 

The  burden  of  these  taxes  will  be  thrown  mainly  on  B  in  the  exceptional 
case  in  which  B's  demand  for  A's  goods  is  very  urgent  (inelastic),  while  A's 
demand  for  B's  goods  is  not.  For  then  the  tax  will  raise  the  price  of  B's  goods 
in  A;  secondly,  diminish  their  sales  there  a  little;  thirdly,  lessen  the  supply  of 
A's  goods  in  B  a  little;  and  since  B's  demand  is  inelastic,  the  small  check  to 
their  supply  will  cause  each  of  these  goods  to  be  disposed  of  for  a  much 
greater  quantity  of  the  labour  and  of  general  commodities  of  B  than  before. 

As  a  result  of  the  tariff,  gold  would  then  flow  from  B  to  A,  A's  prices 
would  rise,  and  B's  prices  fall.  Hence  B's  commodities  in  A  would  sell 
for  twice  the  price  they  would  sell  at  home;  yet  they  would  represent 
not  much  more  effort  and  possibly  no  more.  In  B,  prices  would  fall  and 
the  cost  of  A's  goods  in  B  would  be  greatly  increased. 

But  Marshall  hastens  to  add  that  in  a  world  of  many  countries  and 
many  commodities  the  possibility  of  putting  much  of  the  burden  of  the 
tariff  on  the  foreigner  is  greatly  reduced.  A  does  not  generally  have  a 
monopoly  of  a  product,  and  even  if  it  does,  the  effect  of  a  tariff  in  A 
would  be  for  B,  C,  etc.,  to  purchase  the  monopoly  item  but  cut  other 
purchases.  In  the  real  world,  moreover,  B  could  seek  sales  in  C,  .  .  .  ,  N 
and  thus  not  be  dependent  on  A's  markets  as  assumed  above.  But 
Marshall  points  out  that  the  British,  with  a  monopoly  of  wool  in  the 
Middle  Ages  and  with  a  monopoly  in  manufactures  in  the  first  half  of  the 
nineteenth  century,  might  have  forced  the  foreigner  to  pay  a  large  part  of 
any  import  taxes  levied. 

Marshall's  position  at  the  turn  of  the  century  is  still  the  accepted  one. 
For  example,  Haberler  concludes:  "In  the  long  run  such  a  shifting  of 
duty  very  seldom  occurs  to  any  significant  extent."  In  his  analysis, 
Haberler  considers,  as  did  Marshall,  the  elasticity  of  supply  and  demand 
in  both  the  exporting  and  importing  countries.  He  notes  the  relevance 
of  changes  in  unit  costs  associated  with  the  new  tariff  (e.g.,  if  less  units 
are  exported,  do  unit  costs  rise?)  and  also  the  relation  of  the  bargaining 
power  of  the  country  imposing  the  tax,  the  freight  costs  to  this  country 
as  against  alternative  markets,  and  finally  the  changes  in  the  pattern  of 

4  Official  Papers  of  Alfred  Marshall,  1926,  especially  pp.  370-377. 
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spending  resulting  from  the  new  tax;  e.g.,  is  the  additional  income  of  A 
spent  on  domestic  or  import  commodities?5 

Ohlin  in  general  also  accepts  the  Marshallian  position.  A  is  the  country 
imposing  the  tax;  B  is  the  country  exporting  the  taxed  commodities. 
When  A  imposes  the  tariff,  its  income  rises.  A  substantial  gain  in  A's 
terms  of  trade  would  require  that  (1)  foreign  countries  have  an  in- 
sistent demand  for  A's  products  as  prices  of  her  exports  rise;  (2) 
supplies  of  third  countries  competitive  with  A's  exports  are  inelastic  (in- 
creases bring  large  rises  in  costs);  (3)  foreign  countries  reduce  their 
prices  for  A  as  A  imposes  a  tariff,  because  A's  market  is  so  important 
and  her  demand  is  elastic;  and  ( 4 )  A's  demand  for  nonprotected  goods  is 
not  much  increased  when  A's  income  rises  and  these  goods  become 
cheaper.  In  general,  domestic  prices  rise  in  A  for  both  domestic  and 
international  goods  and  decline  in  B.  In  his  analysis,  Ohlin  also  dis- 
tinguishes between  immediate  gains  in  terms  of  trade  and  those 
remaining  after  adjustments  are  made.  Thus  with  income  rising  in  A, 
exports  will  suffer,  though  the  rise  of  prices  and  income  should  attract  ad- 
ditional factors  and  moderate  the  rise  of  prices;  in  B,  prices  will  fall  and 
factors  be  released  from  the  production  of  items  protected  in  A;  and 
generally  with  reduced  incomes,  prices  in  B  would  fall.  But  this  decline 
is  stopped  and  perhaps  reversed  as  factors  move  into  the  more  profitable 
industries  not  subject  to  new  taxes,  though  movement  is  not  always 
possible.6 

Most  economists  today  would  agree  that  a  country  might  improve  its 
terms  of  trade  by  introducing  restrictions  on  trade.  How  much  would 
depend  on  the  elasticities  of  supply  and  demand.  Thus  if  demand  in 
the  country  imposing  the  tariff  is  highly  elastic  for  imports  and  the 
supply  of  the  relevant  exports  abroad  highly  inelastic,  the  imposition 
of  a  tariff  may  greatly  improve  the  terms  of  trade  of  A,  the  country 
imposing  restrictions.  Under  these  conditions  the  consumers  in  A  would 
greatly  cut  demand  as  prices  tend  to  rise  in  proportion  to  the  new  tariff, 
and  foreigners  confronted  with  a  resultant  reduced  demand  and  unable 
to  find  substitute  markets,  to  hoard  commodities,  or  to  cut  output  would 
react  by  continuing  to  sell  in  the  British  market,  say,  but  at  substantially 
lower  prices.  Thus  the  former  price  might  be  £1  a  unit,  a  price  in- 
clusive of  tariff.  The  final  price, 

15s.  +  7s.  6d.  (50  per  cent  tariff)  =  £1  2s.  6d. 

Hence  the  foreigner  is  forced  to  pay  part  of  the  tax. 
Actually   the   British   were   in   an   unusually   strong   position   in   the 

5  G.  Haberler,  International  Trade,  1936,  pp.  290-295. 

6  B.  Ohlin,  Interregional  and  International  Trade,  1933,  especially  pp.  473-489. 
Cf.  also  Sir  William  Beveridge  and  Committee  of  Economists,  Tariffs:  The  Case 
Examined,  1931,  pp.  35-36. 
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early  thirties  to  force  the  foreigner  to  offer  commodities  at  reduced 
world  prices.  British  import  trade  was  a  large  part  of  total  world  trade, 
with  the  British  one  of  the  few  relatively  free  markets;  British  imports 
were  predominantly  raw  materials  and  foods  from  countries  suffering 
greatly  from  reduced  foreign  demand  and  finding  alternative  uses  of 
resources  most  difficult.  British  price  history  in  the  thirties,  following  the 
British  devaluation  of  1931,  suggests  that  the  Beveridge  group  (Tariffs: 
The  Case  Examined,  1931)  was  wrong,  for  British  terms  of  trade  im- 
proved in  relation  to  the  predevaluation  situation. 

We  do  not  mean  to  infer  that  any  country  can  improve  its  terms  of 
trade  greatly  by  introducing  restrictions  on  trade.  Much  depends  upon 
the  importance  of  a  country's  imports,  both  relative  to  all  imports  and 
relative  to  the  imports  of  particular  countries  and  groups  of  countries, 
and,  of  course,  upon  the  nature  of  imports.  Can  the  selling  country  dis- 
pose elsewhere  or  restrict  output?  Can  the  protectionist  country  do  with- 
out the  imports  and/or  find  substitutes?  The  country  imposing  a  tariff 
will  gain  less  if  the  seller  can  dispose  elsewhere  or  easily  restrict  output 
of  the  commodity  now  taxed  and  if  substitutes  are  not  easily  procured 
at  home. 

Even  the  United  States  in  1954  accounted  for  only  about  20  per  cent 
of  world  imports;  the  comparable  figures  for  the  United  Kingdom  were 
18  per  cent  in  1937  and  10  per  cent  in  1954.7  Indeed,  75  per  cent  of  Latin 
American  exports  were  to  the  United  States  as  compared  with  about 
18  per  cent  of  Europe's  exports  to  the  United  States.  It  might  then  be 
assumed  that  through  restrictive  practices  the  United  States  could  force 
Latin  American  countries  to  depress  their  prices  and  this  country  would 
improve  its  terms  of  trade  vis-a-vis  Latin  America  but  not  greatly 
vis-a-vis  Europe.  As  one  British  economist  observed,  the  countries  (e.g., 
the  United  States)  which  could  gain  the  most  from  large  restrictions  on 
trade  would  find  it  most  difficult  to  justify  such  restrictions.  But  one  may 
exaggerate  the  likely  gains.  Even  relative  to  Latin  America,  the  United 
States  is  not  in  such  a  good  bargaining  position  as  at  first  glance  it 
seems  to  be.  The  imports  are  largely  raw  materials  and  foodstuffs,  for 
which  demand  is  highly  inelastic  relative  to  prices  though  highly  elastic 
relative  to  income.  Indeed,  this  country  could  embarrass  Latin  America 
if  it  imposed  heavy  tariffs  on  her  products  but  allowed  imports  of  rival 
countries  in  without  payment  of  duty.  Under  discriminatory  practices  of 
this  kind,  the  Latin  American  countries  would  compete  more  strenuously 
in  third  markets  and  also  be  forced  to  depress  their  export  prices  in  our 
markets. 

Professor  Viner  agrees  that  through  an  increase  in  protectionism  a 
country  can  gain  in  terms  of  trade,  but  he  concludes  that  "no  economist, 

7  Figures  from  International  Monetary  Fund,  International  Financial  Statistics. 
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so  far  as  I  know,  has  ever  maintained  that  the  gain  to  any  country  from 
the  favorable  shift  in  the  terms  of  trade  due  to  protection  are  ever  likely, 
under  conceivable  circumstances,  to  equal  her  loss  from  the  uneconomic 
reallocation  of  her  productive  resources/'  But  this  leaves  out  of  account 
the  possibility  that  the  resultant  higher  prices,  which  Viner  concedes, 
might  contribute  to  reduced  unemployment.  Viner  admits  later,  however, 
that  employment  might  rise  as  protection  raises  prices  without  a  cor- 
responding increase  of  wages,  but  he  also  suggests  that  once  having 
given  up  free  trade,  the  British  might  well  find  it  difficult  to  return 
and  hence  losses  of  malallocation  are  continued.8 

The  Issue  of  Retaliation 

Obviously  if  one  country  introduces  trade  restrictions,  its  imports 
will  fall.  Hence  it  will  achieve  a  favorable  balance  relative  to  the  previous 
situation.  When  the  net  effect  is  the  elimination  or  reduction  of  an  ad- 
verse balance  on  current  account,  no  retaliation  may  result.  In  fact,  many 
were  inclined  to  support  British  restrictive  policies  in  the  interwar  period 
on  the  grounds  that  the  move  was  imperative  as  a  neutralizer  of  earlier 
restrictive  measures  elsewhere.  In  other  words,  obstacles  to  British  ex- 
ports must  be  offset  by  obstacles  to  British  imports. 

But  retaliation  is  the  usual  course.  It  might  be  assumed  that  each 
country,  before  embarking  on  a  program  which,  in  effect,  would  yield 
that  country  an  increased  share  of  the  gains  of  trade,  would  consider 
both  the  effects  on  total  trade,  that  is,  total  gains,  and  also  the  likelihood 
of  reprisal  on  the  part  of  others.  On  the  basis  of  the  history  of  com- 
mercial policy  since  World  War  I,  we  may  draw  the  following  con- 
clusions : 

First,  the  introduction  of  restrictions  is  often  explained  by  the  pressure 
of  the  domestic  industries  to  obtain  protection  in  their  domestic  market. 
As  a  result,  the  possibility  of  countermeasures  abroad  is  given  inadequate 
attention.9 

Second,  when  a  country  (A)  considers  the  likelihood  of  similar 
measures  by  other  countries  (in  the  same  manner  as  an  oligopolist  ex- 

8  J.  Viner,  International  Economics,  1951,  especially  pp.  109-117. 

9  For  a  broader  discussion  of  the  trade  policies  of  countries,  one  should  consult 
a  penetrating  discussion  by  A.  O.  Hirschman,  National  Power  and  the  Structure  of 
Foreign  Trade,  1945,  especially  chaps.  1  and  2.  Here  Dr.  Hirschman  discusses  the 
broad  objectives  of  trade  policy  and  in  particular  the  gains  of  trade;  the  use  of 
trade  policy  to  strengthen  national  pov/er;  the  degree  to  which  country  A  may  press 
countries  B,  C,  D,  E,  etc.,  in  turn  related  to  the  total  gains  from  trade  of  B,  C,  D, 
etc.,  from  their  trade  with  A;  the  length  and  painfulness  of  the  adjustment  process 
which  A  may  impose  on  the  others  and  the  strength  of  the  vested  interests  built 
up  in  B,  D,  C,  etc.,  as  a  result  of  A's  trade;  and  especially,  following  Marshall,  the 
tendency  of  A,  a  rich  country,  to  expand  its  trade  through  penetrating  poorer 
countries  rather  than  pressing  the  rich  ones. 
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amines  the  probable  price  behavior  of  competitors  should  he  consider 
capturing  an  increased  share  of  the  market  through  a  cut  in  prices),  A 
may  well  still  increase  restrictions.  A's  position  may  be  that  of  a  country 
accounting  for  a  small  part  of  world  trade  or  the  trade  of  particular 
countries,  so  that  it  may  with  immunity  further  shut  out  foreign  goods. 
( In  1953,  more  than  100  countries  were  listed  by  the  International  Mone- 
tary Fund  as  sharing  $75  billion  of  export  trade. )  Under  these  conditions, 
A's  anticipation  is  that  B,  .  .  .  ,  N  would  not  introduce  reprisals  against 
A.  In  fact  the  general  situation  may  be  explained  by  the  following 
reasoning  by  A's  officials:  We  shall  introduce  new  restrictions.  Our  gains 
in  improved  terms  of  trade  will  exceed  our  losses  spread  over  the  world 
resulting  from  reduced  trade  associated  with  new  restrictions.  A  (and 
others)  will  then  continue  to  seek  a  larger  share  of  the  gains  of  trade 
(or  a  correction  of  an  adverse  balance  of  payments)  even  as  the  total 
declines.  Obviously  under  these  conditions,  though  A's  gains  from  its 
own  restrictive  practices  may  exceed  its  losses  from  reduced  trade  as- 
sociated directly  with  its  restrictions,  its  gains  may  be  less  than  the 
losses  from  reduced  trade  associated  both  with  its  direct  contribution  to- 
ward a  cut  in  trade  and  with  the  contributions  of  others  toward  less 
trade  as  they  react  to  A's  policies. 

Policy  decisions  generally  are  not  determined  in  the  manner  suggested 
above.  A  small  country  will  almost  certainly  introduce  obstacles  without 
much  thought  given  to  the  effects  of  its  restraints  on  trade  upon  other 
countries.  In  fact,  its  policies  may  not  greatly  influence  those  of  other 
countries,  but  the  restrictions  may  tend  to  snowball.  As  A  gains,  B,  C, 
and  D  follow,  and  finally  a  point  is  reached  when  no  country  can  afford 
not  to  act.  Balances  of  payments  become  more  and  more  troublesome 
for  those  that  do  not  seek  reprisals.  In  this  manner,  we  may  explain, 
for  example,  the  epidemic  of  bilateral  agreements  of  Latin  American 
countries  in  the  late  forties  and  early  fifties.  In  1953,  Latin  American 
countries  were  partners  to  135  bilateral  agreements,  mainly  with  Western 
Europe.  These  agreements  covered  about  one-third  of  Latin  America's 
trade,  with  the  largest  proportion  of  the  trade  of  Argentina  and  Brazil 
thus  being  covered.10 

In  these  agreements,  one  discovers  the  tendency  of  the  restrictive 
process  to  spread  even  among  smaller  countries.  Shut  off  from  much 
of  European  trade,  in  part  as  a  result  of  the  dollar  problem  and 
United  States  aid  to  Europe  (and  hence  closer  economic  ties  between 
Europe  and  the  United  States),  Latin  American  countries,  one  by  one, 
tried  to  retrieve  past  losses.  Once  the  Argentine,  say,  made  an  agree- 

10  Department  of  State,  "Bilateral  Agreements  in  International  Trade,"  Intelligence 
Report  6110R1,  April,  1954,  p.  4,  and  cf.  the  very  helpful  analysis  and  compilation 
of  Trued  and  Mikesell,  Postwar  Bilateral  Payments  Agreements,  1955. 
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ment  with  France  to  exchange  Argentine  wheat,  linseed  oil,  and  meat 
for  French  machinery,  Uruguay  would  seek  such  a  treaty  on  penalty 
of  loss  of  French  markets,  and  similarly  with  Belgium  and  other 
European  manufacturers.  Bilateral  agreements  are  particularly  effective, 
as  Professor  Ellis  has  ably  and  eloquently  argued,  in  forcing  a  deteriora- 
tion of  terms  of  trade  upon  trading  partners,  restricting  the  amount  of 
trade,  and  driving  trade  into  uneconomic  channels  (a  debtor  country 
may  force  concessions,  or  a  country  in  a  strong  bargaining  position  as  a 
seller  or  market  may  do  so).11 

One  peculiarity  of  the  bilateral  agreements  after  the  last  war  was 
the  manner  in  which  their  field  of  operations  was  circumscribed.  An 
important  reason  for  this  was  that  the  United  States  and  several  other 
countries  held  out  for  multilateralism.  In  view  of  the  dollar-shortage 
problem,  the  United  States  could  still  afford  to  stand  by  as  other  coun- 
tries tended  to  squeeze  her  exports  out  of  markets  through  the  spread  of 
bilateralism.  What  the  United  States  lost  through  these  closed  markets 
she  gained  in  the  aid  she  saved  as  other  countries  saved  dollars  through 
bilateral  trading  but  paid  the  penalty  of  higher  costs  for  imports. 

Whereas  the  Latin  American  country  with  an  average  export  trade  of 
about  $350  million  in  1953  could  impose  restrictions  without  concerning 
itself  much  with  reprisals,  the  major  trading  countries,  e.g.,  United  States 
($15.8  billion),  United  Kingdom  ($7.5  billion),  Canada  ($4.6  billion), 
Germany  ($4.4  billion),  and  France  ($3.8  billion),  would,  of  course, 
have  to  consider  the  effects  of  restrictive  policies  upon  the  behavior  of 
competing  countries.  In  particular,  creditor  countries  (United  States) 
would  be  likely  to  be  confronted  with  restrictive  and  discriminatory 
policies  abroad  should  they  increase  obstacles  to  trade.12 

An  Analysis  of  Restrictive  Techniques 

In  classical  economics  tariffs  were  the  almost  exclusive  mechanism 
in  the  analysis  of  trade  restrictions,  and  stressing  the  advantages  of  the 
division  of  labor  and  the  comparative-cost  principle,  developed  in  large 
part  to  support  free-trade  principles,  the  classicist  concluded  that  tariffs 
were  against  national  and  world  interests.  But  the  problem  is  much 
more  complicated  in  the  modern  world,  in  part  because  all  kinds  of 
techniques  are  used  and  in  part  because  modern  economics  stresses  em- 
ployment as  well  as  the  allocation  of  economic  resources. 

Let  us  consider  the  various  techniques  and  their  relevance.  Among 
those  to  be   considered  are  tariffs,   quotas,   export  subsidies,  exchange 

11 H.  S.  Ellis,  "Bilateralism  and  the  Future  of  International  Trade,"  Essays  in 
International  Finance,  summer,  1945. 

12  For  a  penetrating  discussion  of  some  of  these  issues,  see  T.  DeScitovsky,  "A 
Reconsideration  of  the  Theory  of  Tariffs,"  Review  of  Economic  Studies,  1942  pp. 
58-73. 
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depreciation,  and  exchange  control.  The  objective  of  the  restraints  may 
be  to  protect  domestic  producers  against  foreign  competition  in  their 
own  market  or  give  them  special  advantages  in  foreign  markets. 

How  effective  is  each  obstacle  to  trade  in  achieving  improved  terms  of 
trade?  The  tariff  is  one  of  the  most  effective  on  this  score,  though,  as  has 
been  noted,  the  large  country  is  more  likely  to  gain  or  to  gain  more  than 
small  countries  but  also  to  invite  reprisals.  Exchange  depreciation  may 
result  in  an  improvement  in  the  terms  of  trade,  but  this  is  unlikely.  ( For 
further  discussion,  see  Chapters  11,  20,  25. )  Exchange  control  may  be  as 
effective  as  tariffs  or  even  more  so,  for  by  operating  on  total  demand  for 
foreign  exchange,. exchange  control  forces  the  foreigner  to  press  his  com- 
modities on  the  markets  of  the  country  introducing  exchange  control 
even  more  than  under  a  tariff  policy.13  The  foreign  countries  must  make 
up  not  only  for  the  reduced  exchange  associated  with  the  restrictions 
on  its  exports  but  also  for  losses  from  sales  of  services  and  reduced 
capital  imports. 

Restrictions  of  imports  by  quantity  below  what  they  would  otherwise 
be  may  result  in  a  deterioration  in  the  terms  of  trade  or  not,  depending 
on  the  techniques  used.  Obviously,  if  the  supplies  imported  are  reduced, 
then  the  price  at  home  rises  relatively  to  the  foreign  price  in  the  absence 
of  this  interference.  A  tariff  clearly  means  a  higher  price,  but  the  govern- 
ment receives  the  additional  revenue.  When  the  monetary  authority  uses 
a  multiple  exchange  rate,  it  can  appropriate  the  difference  between  the 
import  price  in  the  absence  of  restrictions  and  the  imported  price 
of  a  reduced  quantity  by  raising  the  price  of  the  required  foreign  ex- 
change correspondingly.  Here  again,  the  government  absorbs  the  wind- 
fall gain.  But  under  simple  exchange  control  or  quotas  which  limit 
the  import  of  a  commodity,  the  gains  may  accrue  to  the  foreigner  or  the 
domestic  seller.  Should  the  government  impose  a  tax  on  the  sales  of  the 
item  at  home,  then  once  more  the  government  may  absorb  the  gains.  It  is 
possible,  however,  that  the  importer  or  middleman  or  partly  one  or  the 
other  would  absorb  the  windfall.  Then  the  terms  of  trade  do  not 
deteriorate,  but  the  consumer  pays  the  higher  price.  When  the  foreign 
seller  is  in  a  strong  position — elastic  supply  conditions  and  inelastic 
demand  in  the  country  of  import — he  may  then  obtain  the  windfall  in  a 
higher  price  per  unit. 

As  Meade  shows,  results  will  vary  when,  instead  of  quantitative  re- 
strictions, the  limits  are  put  on  the  values  to  be  imported.  Here  much 
depends  upon  the  manner  in  which  the  market  is  organized  and  the 
competitive  or  monopolistic  nature  of  the  market.  For  example,  if  im- 
porters are  allowed  to  import  until  the  value  quota  is  reached,  those 
who  come  first  would  gain  the  windfall.  But  if  the  license  is  issued  to  ex- 

13  Cf.  W.  Thorpe,  Trade,  Aid  or  What?  1954,  for  a  defense  of  exchange  control. 
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porters,  then  the  foreigner  gains  and  terms  of  trade  deteriorate.  When 
demand  is  highly  inelastic,  the  resultant  rise  of  price  may  be  large.  The 
gains  in  the  balance  of  trade  may  (when  the  rise  in  price  accrues  to  the 
foreign  seller )  be  had  at  the  expense  of  a  large  deterioration  in  the  terms 
of  trade.14 

In  general,  adverse  effects  of  restrictive  policies  on  the  terms  of  trade 
are  most  likely  under  exchange  depreciation,  and  favorable  effects  most 
likely  under  tariffs  or  the  use  of  multiple  exchange  rates  (without  aver- 
age depreciation).  Under  exchange  control  and  quotas  a  country  may 
improve  its  terms  of  trade,  though  much  depends  on  the  mechanisms 
used  to  restrict  and  the  nature  of  the  markets. 

Perhaps  a  word  should  be  said  of  export  bounties.  Here  the  objective 
is  to  depress  export  prices,  and  hence  it  is  not  surprising  that  the  terms 
of  trade  deteriorate.  The  effects  on  the  balance  of  payments  are  similar 
to  those  of  a  tariff:  In  one  instance  exports  rise;  in  the  other  imports 
decline  (though  with  low  elasticities  of  foreign  demand,  export  receipts 
for  the  commodity  subject  to  an  export  bounty  may  actually  fall ) .  Export 
bounties  are  generally  frowned  upon  because  they  suggest  dumping,  e.g., 
sales  on  foreign  markets  at  prices  lower  than  in  the  domestic  market 
or  lower  than  in  the  major  foreign  markets.  For  many  years  the  United 
States  has  indulged  in  export  bounties  on  agricultural  products,  but 
in  one  sense  these  are  not  export  bounties.  First  the  government  raises 
prices  of  agricultural  commodities  above  the  world  level  through  the 
imposition  of  support  programs.  Then  the  government  sponsors  sales 
abroad  at  reduced  prices,  that  is,  prices  below  those  paid  by  the  govern- 
ment or  other  domestic  buyers.  But  only  in  so  far  as  prices  fall  below  the 
level  given  in  the  absence  of  government  interference  through  agri- 
cultural policies  can  the  resulting  price  be  held  to  reflect  an  export  sub- 
sidy.15 

The  effectiveness  of  restrictive  policies  rests  not  only  on  their  in- 
fluence on  the  terms  of  trade  but  also  on  another  criterion.  Whether  the 
objective  of  these  policies  is  to  protect  domestic  industries  or  to  im- 
prove the  balance  of  payments,  the  net  effect  of  alternative  policies  will 
depend  also  upon  how  much  costs  rise  as  domestic  output  expands.  Ob- 
viously the  rise  will  be  less  the  greater  the  response  of  supplies  of  all 
factors  to  increased  demand  (e.g.,  the  greater  the  unemployment  and  the 
less  troublesome  the  bottlenecks ) ,  the  greater  the  mobility  of  factors,  and 

14  Cf.  especially  J.  E.  Meade,  The  Balance  of  Payments,  chap.  21. 

15  Cf.  National  Foreign  Trade  Council,  European  Export  Trade  Promotion,  April, 
1954,  for  a  discussion  of  the  various  types  of  export  subsidies:  remission  of  taxes, 
research  help,  special  access  to  raw  materials  and  credits,  sales  promotion,  export 
credits,  and  guarantees. 
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the  less  the  specificity  in  their  use.  But  at  any  level  of  employment,  the 
rise  of  costs  will  vary  according  to  the  choice  of  restrictive  policies.  The 
crucial  test  is  how  great  is  the  concentration  of  employments  affected 
directly  by  the  policies. 

Thus  a  restrictive  policy  of  a  general  type  (e.g.,  exchange  depreciation 
or  exchange  control)  is  likely  to  put  less  pressure  on  the  available  supply 
of  factors  than  is  a  restrictive  policy  that  affects  only  a  limited  number 
of  markets  (e.g.,  tariffs  or  quotas).  With  exchange  depreciation,  for 
example,  the  incentive  to  expand  is  felt  by  all  industries  that  compete 
with  all  imports,  for  all  imports  now  presumably  become  more  expensive. 
Hence  the  upward  pressure  on  costs  and  hence  the  rise  of  costs  per  unit 
of  additional  employment  are  less  when  the  increased  pressure  on 
output  is  widely  distributed  than  when,  as  under  a  tariff,  only  a  limited 
number  of  industries  which  yield  similar  products  as  those  competitive 
with  imports  are  shut  off  by  tariffs  or  quotas.  The  analysis  of  exchange 
depreciation  applies  also  for  exchange  control,  except  that  under  control 
authorities  may  conceivably  discriminate  among  markets,  for  example, 
cutting  the  allocation  of  exchange  for  purchase  of  some  imports  where, 
for  example,  supply  conditions  in  domestic  markets  are  relatively 
elastic. 

In  choosing  particular  techniques,  an  intelligent  administration  will 
then  consider  both  the  effects  on  the  terms  of  trade  and  the  rise  of 
domestic  costs  as  output  expands  in  response  to  both  less  imports  and 
more  exports.  Thus,  a  tariff  rates  high  on  improvements  of  terms  of  trade 
but  low  on  the  relatively  great  tendency  for  costs  to  rise.  Quotas  may 
receive  low  ratings  on  both  counts;  exchange  depreciation,  low  rating 
on  terms  of  trade  and  a  high  one  on  costs.16 

Restrictions,  Balance  of  Payments,  and  Employment 

In  recent  years  much  emphasis  has  been  put  upon  the  contribution  of 
restrictive  measures,  such  as  those  just  discussed,  toward  improving  the 
balance  of  payments.  Countries  faced  with  deficits  in  their  balance  of 
payments  and  loss  of  reserves  followed  by  restrictive  monetary  policies 
and  pressure  on  costs  and  prices  are  likely  to  recall  the  unemployment 
associated  with~li3verse  balance  of  payments  in  the  interwar  period. 
Hence  the  urge  to  adopt  tariffs,  quotas,  exchange  depreciation,  etc., 
measures  which  Mrs.  Joan  Robinson  refers  to  as  "beggar-my-neighbor" 
remedies.  As  the  balance  of  payments  responds  to  the  therapy,  it  becomes 
possible  to  expand  monetary  supplies,  depress  the  rate  of  interest,  and, 
with  reduced  rates,  stimulate  investment.  In  fact,  the  improvement  in  the 
export  balance  ( excess  of  exports  over  imports )  is  similar  in  its  effects  to 

16  For  a  penetrating  discussion  of  some  of  these  issues,  see  J.  Robinson,  Essays  on 
the  Theory  of  Employment,  1937,  pp.  210-228. 
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a  rise  of  investment  relative  to  savings.  An  initial  rise  of  X  dollars  of  in- 
come through  sjconclary^^ultiplier )  effects  may  be  converted  into  a 
rise  of  2X  to  3X  dollars,  or  an  initial  rise  of  X  employment  may  expand 
to  a  gain  of  2X  to  3X  over  the  original  increase  of  employment.  How 
much  the  employment  multiplier  would  rise  would  depend  upon  the 
amount  of  unemployment  at  the  outset  of  the  introduction  of  the  "beggar- 
my-neighbor"  remedies  and  upon  the  extent  to  which  additional  income 
is  used  to  pay  off  debts,  to  hoard,  or  to  purchase  abroad.  In  particular,  if 
the  marginal  propensity  to  import  (i.e.,  the  rise  of  imports  with  a  given 
rise  of  income)  is  high,  the  multiplier  tends  to  be  low.  For  example, 
when  the  export  balance  of  Latin  American  countries  tends  to  rise,  the 
response  in  increased  imports  is  large,  the  explanation  in  part  being  a 
strong  tendency  to  follow  consumption  patterns  of  richer  nations. 

An  improvement  in  the  export  balance,  once  it  is  achieved,  tends  to  be 
reduced  as  incomes  rise.  With  higher  incomes,  imports  increase  and  ex- 
ports tend  to  fall.  Even  though  the  output  of  export  commodities  may 
well  respond  to  the  increased  demand,  it  is  probable  that  exports  will 
fall.  On  the  average,  exports  are  only  about  10  per  cent  of  national  in- 
come, and  except  in  countries  producing  a  few  raw  materials  or  food 
for  exports,  the  consumption  of  export  commodities  at  home  tends  greatly 
to  exceed  sales  of  these  commodities  abroad — in  part  because  foreign 
countries  suffer  from  the  restrictive  measures  imposed  by  their  trading 
partners.  Even  when  the  concentration  is  on  one  or  a  few  staple 
exports  (e.g.,  coffee  in  Colombia  or  tin  in  Bolivia),  the  response  of  out- 
put to  increased  demand  is  slow.  Hence  in  general  with  reduced  exports 
and  increased  imports,  the  newly  acquired  export  balance  is  gradually 
whittled  down.  Under  rather  restricted  assumptions.  Professor  Metzler 
has  shown,  however,  that  the  adjustment  does  not  fully  work  itself  out.17 

In  an  early  analysis  of  similar  problems,  Mr.  F.  W.  Paish  showed  that 
with  a  decline  of  income  (for  the  country  affected  adversely  by  beggar- 
my-neighbor  measures),  the  response  of  a  cut  in  imports  is  likely  to  be 
great  for  industrial  countries  importing  luxuries  and  raw  materials 
but  slow  and  inadequate  for  the  raw-material  countries.18 

In  her  pioneering  work  in  the  application  of  Keynesian  economics  to 
international  economics,  Mrs.  Robinson  has  stressed  the  greater  effective- 
ness of  policies  stimulating  investment  at  home  over  the  beggar-my- 
neighbor  remedies,  which  only  redistribute  unemployment  and  then  only 
temporarily.  If  Metzler  is  right,  the  redistribution  may  be  more  sustained 
than  Mrs.  Robinson  suggests. 

17  L.  A.  Metzler,  "The  Transfer  Problem  Reconsidered,"  Journal  of  Political  Econ- 
omy, 1942,  pp.  397-414. 

18  F.  W.  Paish,  "Banking  Policy  and  the  Balance  of  International  Payments," 
Economica,  1936;  republished  in  Readings  in  the  Theory  of  International  Trade, 
1949,  pp.  45-46. 
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Tariffs  and  Employment 

Perhaps  a  word  should  be  added  here  concerning  the  relation  of 
tariffs  and  employment.  ( Further  consideration  is  given  this  problem 
in  Chapter  22. )  Obviously,  if  there  is  unemployment,  it  is  possible  to  put 
some  of  the  unemployed  to  work  through  the  introduction  of  trade  re- 
strictions. The  unemployed  then  move  into  the  industries  newly  pro- 
tected from  foreign  competition.  This,  of  course,  assumes  an  adequate 
degree  of  mobility,  and  obviously  if  the  cause  of  unemployment  is  im- 
mobility, it  would  be  wrong  to  assume  that  mobility  prevails  in  the  case 
of  import-competing  industries  favored  now  by  restrictive  measures  but 
otherwise  does  not  prevail.  This  latter  argument  is  irrelevant,  however, 
if  the  causes  of  unemployment  do  not  lie  primarily  in  immobility.  Under 
conditions  of  substantial  unemployment,  the  additional  employment  in 
the  import-competing  industries  is  not  necessarily  and  not  likely  to  be  at 
the  expense  of  those  employed  elsewhere.  Hence  the  interest  in  this 
solution.  In  1905,  Schuller,  the  German  economist,  had  stressed  the 
relevance  of  unemployed  resources  as  well  as  the  ineffective  use  of  some 
factors.  Not  only  might  they  be  employed  more  effectively,  but  the 
amount  of  employment  might  rise.  Hence  he  supported  protectionism.19 

The  argument  that  domestic  production  is  not  susceptible  of  diminution 
by  means  of  importation,  owing  to  the  fact  that  the  total  productive  activity 
of  every  state  represents  a  fixed  quantity  determined  by  the  existing  productive 
forces,  and  that  the  productive  factors  displaced  from  one  branch  of  industry 
are  merely  diverted  to  another,  still  represents  one  of  the  main  contentions  of 
the  advocates  of  free  trade.  It  is  opposed,  however,  by  the  fact  that  the 
productive  forces  of  a  state  are  exploited  in  very  different  degrees — or  not  at 
all.   ... 

Obviously,  the  object  of  using  trade  restrictions  is  to  increase  de- 
mand. In  the  early  thirties,  Keynes,  interested  primarily  in  employment, 
embraced  protectionism.  Earlier  he  had  written:  "Is  there  anything 
that  a  tariff  could  do  which  an  earthquake  could  not  do  better?"  But  the 
pound  sterling  was  now  overvalued,  the  proposal  to  correct  disequilib- 
rium through  a  depreciation  of  the  exchanges  or  adequate  checks  on 
outward  capital  movements  had  not  been  accepted,  and  a  direct  assault 
on  wages  was  not  practical.  Indeed,  Keynes  admitted  that  depreciation 
or  tariffs  might  be  a  means  of  adjusting  wages  downward  in  export  in- 
dustries. 

Neoclassical  economists  could  envisage  the  possibility  of  protectionism 
increasing  employment,20  but  they  were  dubious  that  any  help  could  be 

19  F.  W.  Taussig,  Selected  Readings  in  International  Trade  and  Tariff  Policies,  1921, 
especially  pp.  371-386. 

20  Cf.  Haberler,  op.  cit.,  pp.  259-268,  and  Ohlin,  op.  cit.,  pp.  491-498. 
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rendered  except  for  short  periods.  For  Haberler,  writing  in  the  early 
thirties,  the  solution  for  permanent  unemployment  was  a  reduction  of 
real  wages.  (Haberler  probably  would  not  take  this  position  except 
for  export  industries  in  the  1950s.)  Ohlin  observed  that  idle  capacity 
might  be  cut  and  savings  on  the  whole  obtained  through  tariffs.  (As 
employment  rose,  the  costs  of  supporting  the  unemployed  would  fall.) 
But  Ohlin  contended  that  with  international  payments  in  balance  prior 
to  the  introduction  of  the  restrictive  measures,  the  country  involved 
(say  A)  would  export  capital  equal  to  the  improved  balance  associated 
with  reduced  imports;  that  is,  exports,  despite  the  decline  in  imports, 
would  be  sustained.  But  how,  asks  Ohlin,  would  this  movement 
continue  without  a  decline  in  the  rate  of  interest?  (Actually  with  higher 
incomes  and  savings  we  might,  unlike  Ohlin,  expect  a  reduction  in  the 
rate  of  interest.)  Besides,  adds  Ohlin,  the  restrictive  measures  would 
interfere  with  the  structural  adjustments  that  would  otherwise  take 
place.  In  classical  studies  there  is  also  a  tendency  to  argue  that  the 
decline  of  imports  would  be  offset  by  a  reduction  of  exports.  But  note 
Keynes's  reply:21 

It  [a  corresponding  fall  of  exports]  would  only  be  true  in  a  hypothetical 
economic  system  possessing  such  inherent  capacity  for  stable  equilibrium,  that 
not  only  were  both  the  initial  and  the  final  positions  in  equilibrium  but  the 
elasticity  of  the  system  was  such  that  any  disturbance  was  responded  to  so 
immediately  that  the  system  was  incapable  of  ever  departing  appreciably 
from  equilibrium. 

In  short,  restrictive  measures  might  for  many  years  increase  employ- 
ment, especially  if,  with  increased  demand,  mobility  improves.  But 
several  other  aspects  of  these  problems  must  be  noted.  As  I  contended 
in  Exchange  Depreciation  (1936),22  the  major  gains  of  the  depreciation 
were  not  competitive,  but  rather  their  contribution  was  toward  an  easing 
of  the  restraints  on  monetary  and  fiscal  policies  associated  with  the 
depreciation.  It  now  became  possible  to  convert  a  deflationary  into  an 
inflationary  trend  or  at  the  very  least  to  moderate  the  decline  of 
prices  relative  to  costs.  Another  aspect  of  these  beggar-my-neighbor 
measures  should  be  noted.  Often  they  are  required  in  order  to  correct 
a  genuine  disequilibrium.  Indeed,  the  British  devaluation  of  1949  might 
be  considered  a  beggar-my-neighbor  measure,  for  it  improved  the  British 
competitive  position,  though  not  so  much  as  was  hoped.  But  though  it 
might  be  interpreted  by  its  results  to  be  a  means  of  redistributing  em- 
ployment, actually  its  major  effect  was  to  help  reestablish  equilibrium 
in  the  dollar  market.  Since  employment  was  high  in  most  countries,  its 


21  New  Statesman  and  Nation,  Apr.  4,  1931. 

22  Cf.  this  book,  Chaps.  11  and  25. 


Hi 


254  Some  Aspects  of  Adjustment 

effects  were  felt  primarily  in  improving  the  dollar  position  of  nondollar 
countries.23  It  is  scarcely  necessary  to  add  that  any  favorable  effects  on 
prices  and  employment  from  restrictions  must  be  weighed  against  the 
increased  malallocation  of  resources. 

Restrictions  and  Income  Redistribution 

Protectionism  is  often  defended  on  other  grounds,  namely,  that  through 
recourse  to  restrictions  the  distribution  of  income  can  be  improved,  that 
is,  say,  labor  or  agriculture  and  the  low-income  groups  would  improve 
their  position.  It  is  not  the  task  of  the  economist  qua  economist  to  say 
that  a  more  equitable  income  distribution  should  be  the  objective  of 
policy,  but  the  economist  can  analyze  the  effects  of  tariffs  on  distribution. 
Since  World  War  I  much  emphasis  has  been  put  upon  the  use  of  restrictive 
devices  to  modify  the  distribution  of  income.  Thus  in  the  United  States, 
farm  policy  is  oriented  toward  raising  farm  incomes  through  government- 
support  programs  which  send  farm  prices  above  world  levels.  In  order  to 
maintain  these  high  prices  and  preclude  the  purchase  of  foreign  agri- 
cultural commodities  at  prices  above  world  levels,  the  government  im- 
poses tariffs  and  quotas  on  agricultural  imports.  The  government  goes 
even  further:  Agricultural  commodities  are  sold  abroad  at  below 
domestic  prices,  though  not  necessarily  at  prices  below  what  they  would 
have  been  in  the  absence  of  government-support  programs.  The  defense 
for  these  policies  lies  largely  in  the  assumed  need  of  raising  farmers' 
incomes,  in  the  slow  and  inadequate  response  of  farm  output  to  price 
declines,  and  in  the  weak  bargaining  position  of  the  farmers,  largely  un- 
organized, vis-a-vis  industry.  The  result  of  this  protectionism  is  the  im- 
proved relative  position  of  American  agriculture  but  also  an  uneconomic 
production  of,  say,  sugar,  wool,  and  wheat.  On  comparative-cost  prin- 
ciples the  United  States  would  produce  less  of  these  products  and  more 
of  manufactured  products. 

But  the  losses  associated  with  a  violation  of  comparative-cost  principles 
are  not  so  large  as  they  at  first  seem  for  the  following  reasons:  First,  the 
transfer  of  income  to  farmers,  a  low-income  group,  probably  increases 
the  total  outlays  for  consumption  and  investment.  Except  in  inflationary 
periods,  the  results  of  increased  spending,  and  hence  a  rise  of  demand 
relative  to  supply,  are  likely  to  be  increased  output,  which  helps  to  offset 
the  uneconomic  allocation  of  factors  of  production.  Second,  the  as- 
sumption implicitly  made  by  those  who  are  critical  of  the  farm  policies 
is  that  labor  and  management  on  the  farms  "unproductively"  employed 
would  move  into  the  manufacturing  and  service  employments.  But  it  is 

23  J.  Robinson,  op.  cit.  Mrs.  Robinson  compares  the  effects  both  on  terms  of  trade 
and  on  costs  of  alternative  programs:  wage  cutting,  exchange  depreciation,  export 
bounties,  tariffs,  and  quotas. 
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well  known  that  the  migration  is  sluggish,  as  is  evident,  for  example, 
in  an  average  income  on  the  farms  in  the  United  States  of  $1,546  in  1952 
as  compared  with  $3,833  in  manufacturing.24  Hence  it  may  be  held  that 
even  in  the  absence  of  price  supports  and  protectionist  policies,  much  un- 
economic output  in  agriculture  would  have  been  sustained.  Hence  the 
contribution  of  the  government  to  uneconomic  production  is  not  so  great 
as  it  seems  to  be. 

It  is  also  possible  to  introduce  protectionism  in  order  to  improve  the 
relative  position  of  labor.  In  fact,  it  has  often  been  noted  that  pro- 
tectionism in  the  nineteenth  century  in  the  United  States  had  increased 
the  relative  proportion  of  labor  income.  Obviously,  if  labor  is  the  scarce 
factor  and  trade  is  cut  off,  then  the  competition  of  foreign  labor  is 
reduced  and  American  labor  profits.  In  the  absence  of  this  protectionism, 
the  American  market  would  sell  the  products  of  foreign  textile  workers 
as  well  as  American  textile  workers. 

In  an  interesting  study  of  the  Australian  tariff,  an  official  committee 
(1929)  concluded:25 

The  advantage  of  protection  is  in  the  maintenance  of  a  larger  population 
than  could  have  been  expected  at  the  same  standard  of  living  without  the 
protective  tariff.  It  is  not  an  advantage  to  every  part  of  the  population,  nor  has 
it  produced  the  maximum  of  income  per  head.  But  given  the  basic  Australian 
objective  of  seeking  the  largest  white  population  at  the  highest  standard  of 
living,  we  consider  that  the  protective  tariff  has  been  an  effective  means  of 
securing  it.  The  practical  conclusion  is  that  having  established  this  population 
it  would  be  disastrous  to  abandon  the  policy  which  has  made  it  possible. 

An  expert  committee  supported  the  Australian  tariff  primarily  on  the 
grounds  that  without  the  tariff  the  national  income  would  have  been 
maintained  but  with  a  population  at  least  230,000  smaller.  Hence  the  in- 
ference can  be  drawn,  as  it  has  been  by  Professor  Viner,  that  a  larger 
income  would  have  been  achieved  under  free  trade.  The  Australian  case 
rests  on  the  redistributive  effects  of  the  tariff:  It  makes  possible  a  larger  «j(, 

income  for  the  working  classes  at  the  expense  of  the  landlords.  This  is  not 
necessarily  the  most  effective,  though  it  may  be  the  most  practical, 
method  of  redistribution.  Manufacturing,  with  large  demands  for  labor, 
is  encouraged  at  the  expense  of  agriculture.  The  gain  for  workers  is 
made  in  part  because  it  is  assumed  that  the  worker  is  protected  against 
rising  prices  by  escalator  clauses  and  the  like,  but  little  is  said  con- 
cerning other  determinants  of  real  wages.  Had  protection  not  been 
maintained,  higher  income,  according  to  the  Committee,  would  have 
gone  to  the  landlords.  Among  the  unfortunate  effects  of  the  tariff  are 

24  Survey  of  Current  Business,  July,  1953,  p.  20. 

25  The  Australian  Tariff:  An  Economic  Enquiry,  2d  ed.,  1929,  p.  141. 
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higher  costs  and  prices,  which,  of  course,  discourage  exports.  But  should 
protection  be  lifted  even  if,  as  estimated,  costs  should  drop  by  8  per  cent, 
both  the  rise  of  unit  cost  of  additional  output  of  wheat  and  wool  and  the 
pressure  on  restricted  world  markets  of  additional  sales  of  these  products 
would  result  in  a  rise  of  incomes  considerably  less  than  the  £47  million 
lost  in  protected  industries  through  the  introduction  of  free  trade. 
Though  the  Committee  approves  the  current  level  of  protection,  it  is 
aware  of  much  waste  and  hence  sets  up  criteria  to  determine  the  distri- 
bution of  protectionist  favors:  the  size  of  the  market,  the  possibility 
of  producing  in  large  plants  at  low  unit  costs,  the  amount  of  employment 
per  pound  of  additional  costs,  and  the  effects  on  prices  and  export  costs. 
"We  have  .  .  .  good  reason  to  believe  that  the  extra  costs  of  protected 
products  range  from  a  negligible  amount  up  to  over  40  per  cent  of  their 
value,  and  that  the  costs  of  the  more  expensive  are  about  twice  as  high 
as  the  average  for  the  same  benefits  as  measured  by  employment 
given."26 

Since  the  classical  theory  of  international  trade  assumed  only  one 
factor,  labor,  there  was  no  question  raised  concerning  the  substitution  of 
one  factor  for  another.  But  once  it  is  assumed  that  there  are  several 
factors  of  production  (e.g.,  by  Heckscher),  it  becomes  evident  that  trade 
policy  may  influence  the  relative  scarcities  of  factors.  Once  it  is  evident 
that  the  relative  supplies  of  factors  vary  from  country  to  country  and 
that  they  are  combined  in  the  production  of  commodities  in  varying 
proportions  (as  would  be  expected  as  a  result  of  differences  in  relative 
supplies  not  offset  by  differences  in  demand),  then  the  gains  of  trade 
emerge.  And  once  trade  is  opened,  the  scarce  factors  become  less  scarce 
and  the  plentiful  factors  less  plentiful  (commodities  from  abroad  are 
imported  into  A  which  use  relatively  much  of  the  factors  scarce  in  A, 
and  commodities  are  exported  from  A  which  use  much  of  the  plentiful 
factor  in  A).  Therefore,  with  the  expansion  of  trade  in  the  United  States 
in  the  nineteenth  century,  the  shortage  of  the  scarce  factor,  labor,  was 
reduced  ( as  manufactures  were  imported )  and  land,  the  plentiful  factor, 
became  less  abundant  (as  wheat  and  cotton  were  exported).  But  with 
the  introduction  of  protectionism,  both  labor  and  capital  would  move 
from,  say,  wheat  into  textiles.  Since  relatively  little  labor  is  used  in  wheat 
farming  and  much  in  textile  production,  the  net  effect  would  be  a  new 
structure  of  industry  under  which,  though  the  proportion  of  labor  and 
capital  was  unchanged,  the  demand  for  labor  would  rise  vis-a-vis  capital 
(and  land)  because  of  the  changed  structure  of  employment.  Applying 
this  type  of  analysis  but  restricting  it  to  two  factors  and  assuming  that 

26  Ibid.,  p.  141;  also  see  especially  pp.  3-6  and  pts.  III-VII,  IX;  and  J.  Viner,  Inter- 
national Economics,  pp.  86-93. 
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the  supply  of  factors  is  fixed,  Stolper  and  Samuelson,  in  an  important 
article,  showed  that  labor  might  increase  not  only  its  relative  share  of 
the  national  income  but  also  its  absolute  share.  Some  of  the  neoclassicists 
— and  notably  Viner — had  agreed  that  the  relative  share  of  a  particular 
group  might  be  improved. 

Emphasizing  the  gains  resulting  from  trade,  the  classicists  did  not 
pay  sufficient  attention  to  the  redistributive  effects  of  protectionism. 
Marshall,  for  example,  stressed  the  point  that  despite  great  gains  in 
efficiency,  German  real  wages  had  declined  while  British  real  wages 
had  gone  up.  Prices  of  necessaries  had  risen  in  Germany,  while  they  had 
declined  in  Great  Britain.  No  hint  of  the  possibility  of  gains  of  labor 
at  the  expense  of  other  groups.  "...  I  believe  it  to  be  true  that  real 
wages  of  the  Germans  are  increasing  less  rapidly  than  those  of  the 
Englishmen;  and  that  if  Germany  abandons  protection,  which  has  no 
considerable  service  to  render  her,  the  wages  of  Germany  would  rise  a 
great  deal.  To  hazard  a  guess,  I  should  expect  them  to  rise  by  about  a 
fifth."27  As  has  been  noted,  a  theory  of  international  trade  which  deals 
with  only  one  factor  of  production  necessarily  would  not  allow  the 
gains  of  one  factor  against  another.  But  even  when  the  treatment  relates 
to  more  than  one  factor,  the  possibility  of  gains  through  a  redistribution 
of  demand  associated  with  protectionism  was  minimized  against  those 
associated  with  optimum  allocation  of  factors  of  production.  Thus 
Professor  Taussig,  who  was  one  of  the  pioneers  in  extending  the  theory 
of  international  trade  to  a  consideration  of  several  factors,  wrote:28 

Wages  at  large,  and  the  prosperity  of  the  laboring  class  as  a  whole  and  so  of 
the  country  as  a  whole,  are  not  kept  high  by  protection.  .  .  .  But  none  the 
less  it  is  untrue  that  high  wages  in  general  have  been  caused  by  protection, 
or  are  now  made  possible  only  by  protection.  They  rest  not  on  that  feeble  prop 
but  on  the  solid  foundation  of  general  effectiveness  of  industry — on  the  re- 
sources of  the  country  and  the  genius  of  the  people. 

Later  writers,  e.g.,  Haberler  and  especially  Viner,  envisaged  the 
possibility  that  labor  might  gain  at  the  expense  of  other  groups  through 
the  introduction  of  restrictive  measures,  but  Haberler  at  least  tended  to 
emphasize  the  greater  gains  from  a  division  of  labor  as  against  an 
improved  distribution  for  labor  under  protectionism.  First  Heckscher 
and  then  Ohlin  made  it  possible  to  analyze  the  redistributive  effects  on 
income  among  factors  related  to  change  in  commercial  policy.  Indeed, 
Heckscher  contended  that  if  A  (e.g.,  labor)  gained,  then  against  A's 
gains  must  be  put  the  losses  associated  with  malallocation  of  resources 
under  restrictionism,  and  for  B,  C,  etc.,  losses  accrue  because  of  both 

27  Memorandum  on  the  Fiscal  Policy  of  International  Trade,  1903,  pp.  423-424. 

28  F.  W.  Taussig,  Free  Trade,  the  Tariff  and  Reciprocity,  1920,  p.  69, 
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the  redistribution  and  the  uneconomic  use  of  factors.  Finally,  of  course, 
Stolper  and  Samuelson  suggested  the  possibility  of  relative  and  absolute 
gains  for  the  scarce  factor  following  the  introduction  of  protectionism.29 
These  studies  of  the  effects  of  restrictions  upon  the  distribution  of  in- 
come are  generally  based  on  the  assumption  of  fixed  supplies  of  factors 
of  production.  Increased  trade  is  a  substitute  for  the  movements  of  factors 
across  national  frontiers.  Some  factors  cannot  be  moved  (e.g.,  land), 
and  others  move  sluggishly  or  encounter  obstacles  (e.g.,  immigration 
laws  or  discrimination  against  foreign  capital ) .  Since  trade  tends  to  make 
scarce  factors  less  scarce  and  plentiful  factors  less  plentiful,  trade  is  a 
substitute  for  the  movement  of  factors.  Should  factors  be  perfectly 
mobile,  so  that  (aside  from  differences  in  unit  cost  resulting  from  the 
size  of  the  business  unit)  the  relative  supplies  of  factors  would  be  the 
same  everywhere  and  similarly  for  the  production  function,  then  trade 
would  not  be  required.  But  with  protectionism  on  the  increase  and 
movement  of  factors  reduced  in  the  second  half  of  the  twentieth  century, 
the  tendency  toward  equalization  of  income  among  countries,  which  is 
strengthened  by  factor  movements  or  trade,  is  reversed.  These  tendencies 
may  largely  explain  the  increased  differences  of  income  for  countries 
richly  endowed  with  capital,  techniques,  and  other  resources  compared 
with  poorer  countries  with  little  capital  and  large  population  relative  to 
resources. 

Trade  and  Unemployment 

These  discussions  of  the  relation  of  commercial  policy  and  the 
distribution  of  income  do  not  treat  the  problem  of  unemployment.  Ob- 
viously if  protectionism  increases  employment,  then  it  further  affects  the 
relative  shares  of  labor,  landlords,  capitalists,  etc.  In  general,  the 
Keynesians,  despite  their  emphasis  on  the  relation  of  the  export  balance 
and  unemployment,  tended  to  minimize  the  contribution  of  trade  re- 
strictions to  employment.  Thus  a  committee  of  economists  commented  in 
1931  as  follows  on  Keynes:30 

Though  Mr.  Keynes  claims  some  direct  increase  of  employment  through  the 
protective  operation  of  the  tariff  that  he  proposes,  this  is  for  him  only 
a  subsidiary  gain.  His  object  is  primarily  the  use  of  the  tariff  as  an  instrument 
of  international  equilibrium;  he  knows,  it  may  be  suggested,  too  much  about 
the  actual  facts  of  British  unemployment  to  make  for  his  or  any  tariff  proposals 
the  extravagant  claims  of  most  protectionists. 

29  E.  Heckscher,  "The  Effect  of  Foreign  Trade  on  the  Distribution  of  Income,"  1919, 
reproduced  in  Readings  on  the  Theory  of  International  Trade,  1949,  pp.  272-300; 
W.  F.  Stolper  and  P.  A.  Samuelson,  Review  of  Economic  Studies,  1941,  reproduced  in 
ibid.,  pp.  333-357. 

30  Tariffs:  The  Case  Examined,  by  a  committee  of  economists  under  the  chairman- 
ship of  Sir  William  Beveridge,  1931,  p.  57. 


Trade  and  Restraints  259 

It  will  also  be  recalled  that  Mrs.  Robinson,  in  her  emphasis  on  the 
beggar-my-neighbor  aspects  of  restrictive  policies,  contended  that  any 
gains  in  the  balance  of  payments  and  hence  in  the  export  balance  and 
employment  would  be  only  temporary.  What  I  would  like  to  stress  here 
is  that  countries  suffering  much  unemployment,  open  or  disguised,  might 
easily  increase  the  total  amount  of  employment  on  a  permanent  basis.  A 
gain  may  reflect  a  reduced  propensity  to  import,  either  because  of  a 
revised  pattern  of  spending  at  higher  incomes  or  because  of  the  intro-  1 1 

duction  of  controls  which  reduce  imports  or  select  imports  that  tend 
to  sustain  the  export  balance.  Such  effects  are  the  more  likely  to  follow 
if  other  countries  do  not  counter  with  retaliatory  control  policies.  The 
experience  of  underdeveloped  countries  points  to  the  genuine  possibilities 
here  (see  Chapter  19). 

In  summary,  this  chapter  is  concerned  with  the  problems  of  restrictions 
on  trade  and  their  repercussions.  Why  does  trade  tend  to  become  less 
important?  How  do  tariffs  affect  the  terms  of  trade?  In  what  manner  (j, 

does  retaliation  reduce  the  gains  of  restrictionism?  What  are  the  most 
effective  techniques  for  restricting  trade  when  viewed  through  their 
effects  on  terms  of  trade  and  on  real  costs?  How  do  restraints  affect  J 

employment  and  the  distribution  of  income? 

In  later  chapters  (22  and  23)  we  shall  discuss  fully  the  special  prob- 
lems of  protectionism  that  have  arisen  in  the  post- World  War  II  period. 
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CHAPTER  18 

New  Institutions  and  Disequilibrium 


The  Problem  of  International  Equilibrium 

First  a  word  about  disequilibrium,  a  term  that  has  been  used  fre- 
quently in  this  book.  The  problem,  as  outlined  in  Mill's  discussion  of 
the  gains  of  trade,  was  relatively  simple.  The  terms  of  trade  will  settle 
at  a  point  where  the  value  of  imports  exactly  equals  that  of  exports. 
Indeed,  there  may  be  a  temporary  disequilibrium,  e.g.,  an  excess  of 
imports,  but  this  would  be  corrected  in  monetary  economies  by  gold 
movements  and  the  accompanying  price  adjustments.  Hence  it  might  be 
assumed  that  when  gold  flows  out  (in)  or  exchanges  depreciate  (ap- 
preciate), a  temporary  disequilibrium  has  emerged.  In  recent  years  there 
has  also  been  much  discussion  concerning  equilibrium  rates  of  foreign 
exchange,  that  is,  the  exchange  rate  which  is  consistent  with  a  balancing 
of  accounts  without  abnormal  capital  movements.  I  discuss  this  problem 
in  Chapters  11  and  25.  Here  let  us  note  that  some  economists  have  held 
that  there  are  times  when  no  exchange  rate  yields  an  equilibrium 
position. 

Since  the  war,  there  has  been  a  tendency  to  redefine  international 
equilibrium.  It  has  been  held  by  Professor  Hansen,  for  example,  that 
even  with  exchanges  stable  and  gold  flows  relatively  unimportant,  a 
condition  of  disequilibrium  prevails  when  the  apparent  balance  is 
achieved  by  a  repressive  monetary  (and  fiscal)  policy  with  an  accom- 
panying distortion  of  prices  relative  to  costs,  in  turn  reflected  in  a  sub- 
stantial amount  of  unemployment.1  In  other  words,  unemployment  as- 
sociated with  policies  forced  upon  a  country  because  it  seeks  stable 

1  A.  Hansen,  "Fundamental  Disequilibrium,"  in  Foreign  Economic  Policy  for  the 
United  States  (S.  E.  Harris,  ed.),  pp.  379-383.  Cf.  also  G.  Haberler,  "Currency 
Depreciation  and  the  International  Monetary  Fund,"  in  ibid.,  pp.  384—396,  where 
Professor  Haberler  is  critical  of  Hansen's  position,  and  also  R.  Nurkse,  International 
Currency  Experience:  Lessons  of  the  Inter-war  Period,  1944.  Cf.  also  H.  S.  Ellis, 
"The  Equilibrium  Rate  of  Exchange,"  and  S.  E.  Harris,  "Measures  of  Currency  Over- 
valuation and  Stabilization,"  in  Exploration  in  Economics:  Essays  in  Honor  of  F.  W. 
Taussig,  1936. 
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exchanges  and  preservation  of  its  reserves  is  an  indication  of  disequilib- 
rium. (British  conditions  in  the  late  1920s  are  an  example.) 

We  can  go  further.  Even  when  a  country  maintains  its  reserves  and 
stability  of  exchanges  and  a  high  level  of  employment,  international  dis- 
equilibrium may  still  be  found.  Thus  when  the  apparent  equilibrium  is 
achieved  through  abnormal  capital  imports  (not  likely  to  be  financed) 
and/or  grants  and/or  through  the  imposition  of  abnormal  restrictions  on 
trade  such  as  exchange  control,  multiple  exchange  rates,  quotas,  numer- 
ous export  subsidies,  and  other  measures  favoring  exports,  then  it  can 
scarcely  be  claimed  that  equilibrium  prevails.  (Equilibrium  is  a  concept 
that  applies  to  relatively  free  markets.)  The  indices  of  an  apparent 
equilibrium  (maintenance  of  reserves,  exchange  stability,  high  levels  of 
employment)  are  then  attained  through  the  abandonment  of  the  free 
market  and  an  unusual  degree  of  uneconomic  production. 

Keynes  has  put  some  of  the  issues  well:2 

We  have  to  consider,  on  the  one  hand,  a  country's  balance  of  payments  on 
income  account  on  the  basis  of  the  existing  natural  resources,  equipment, 
technique  and  costs  (especially  wage  costs)  at  home  and  abroad,  a  normal 
level  of  employment,  and  those  tariffs,  etc.,  which  are  a  permanent  feature 
of  national  policies;  and,  on  the  other  hand,  the  probable  readiness  and  ability 
of  the  country  in  question  to  borrow  or  lend  abroad  on  long-term  (or,  perhaps, 
repay  or  accept  repayment  of  old  loans),  on  the  average  of  the  next  few  years. 
A  set  of  rates  of  exchange  which  can  be  established  without  undue  strain  on 
either  side  and  without  large  movements  of  gold  (on  a  balance  of  trans- 
actions), will  satisfy  our  condition  of  equilibrium. 

How  far  considerations  of  employment  enter  into  the  issue  of  inter- 
national economic  policy  is  revealed  by  the  Havana  Charter  for  an 
International  Trade  Organization  ( ITO ) .  Here  the  objective  of  full  and 
productive  employment  is  recognized  at  the  outset.  Furthermore,  a 
responsibility  is  put  upon  each  country  to  pursue  these  objectives,  and 
that  means  also  not  to  pursue  a  policy  which  makes  it  impossible 
for  those  seeking  full  employment  to  achieve  it  without  imposing  ab- 
normal obstacles  to  imports.  In  other  words,  the  implication  is  a  call 
for  expansionist  policies  everywhere.3 

article  2 

importance  of  employment,  production  and  demand  in  relation  to 

the  purpose  of  this  charter 

1.  The  Members  recognize  that  the  avoidance  of  unemployment  or  under- 
employment, through  the  achievement  and  maintenance  in  each  country  of 
useful  employment  opportunities  for  those  able  and  willing  to  work  and  of  a 

2  Lloyd's  Bank  Review,  October,  1935,  p.  528. 

3  Havana  Charter  for  an  International  Trade  Organization,  1948,  p.  6. 
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large  and  steadily  growing  volume  of  production  and  effective  demand  for 
goods  and  services,  is  not  of  domestic  concern  alone,  but  is  also  a  necessary 
condition  for  the  achievement  of  the  general  purpose  and  the  objectives  set 
forth  in  Article  1,  including  the  expansion  of  international  trade,  and  thus 
for  the  well-being  of  all  other  countries. 

2.  The  Members  recognize  that,  while  the  avoidance  of  unemployment  or 
underemployment  must  depend  primarily  on  internal  measures  taken  by 
individual  countries,  such  measures  should  be  supplemented  by  concerted 
action  under  the  sponsorship  of  the  Economic  and  Social  Council  of  the 
United  Nations  in  collaboration  with  the  appropriate  inter-governmental 
organizations,  each  of  these  bodies  acting  within  its  respective  sphere  and 
consistently  with  the  terms  and  purposes  of  its  basic  instrument. 

3.  The  Members  recognize  that  the  regular  exchange  of  information  and 
views  among  Members  is  indispensable  for  successful  co-operation  in  the 
field  of  employment  and  economic  activity  and  should  be  facilitated  by  the 
Organization. 

ARTICLE  3 

I  MAINTENANCE  OF  DOMESTIC  EMPLOYMENT 

Each    Member    shall   take    action    designed   to    achieve   and   maintain   full 

II  and  productive  employment  and  large  and  steadily  growing  demand  within 
••  its  own  territory  through  measures  appropriate  to  its  political,  economic  and 

social  institutions.   .   .   . 

Measures  to  sustain  employment,  production  and  demand  shall  be  con- 
sistent with  the  other  objectives  and  provisions  of  this  Charter.  Members  shall 
seek  to  avoid  measures  which  would  have  the  effect  of  creating  balance-of- 
payments  difficulties  for  other  countries. 

ARTICLE  4 
REMOVAL  OF  MALADJUSTMENTS  WITHIN  THE  BALANCE  OF  PAYMENTS 

1.  In  the  event  that  a  persistent  maladjustment  within  a  Member's  balance 
of  payments  is  a  major  factor  in  a  situation  in  which  other  Members  are  in- 
volved in  balance-of  payments  difficulties  which  handicap  them  in  carrying  out 
the  provisions  of  Article  3  without  resort  to  trade  restrictions,  the  Member 
shall  make  its  full  contribution,  while  appropriate  action  shall  be  taken  by  the 
other  Members  concerned,  towards  correcting  the  situation. 

2.  Action  in  accordance  with  the  Article  shall  be  taken  with  due  regard 
to  the  desirability  of  employing  methods  which  expand  rather  than  contract 
international  trade. 

Even  the  proposed  (1955)  charter  of  the  Organization  for  Trade 
Cooperation  ( OTC ) ,  an  organization  proposed  to  administer  the  General 
Agreement  on  Tariffs  and  Trade  (GATT),  now  modified  in  the  light  of 
experience,  includes  the  following:4 

4  General  Agreement  on  Tariffs  and  Trade,  1955,  p.  22.  Also  see  The  Agreement  on 
the  Organization  for  Trade  Cooperation,  H.R.  5550,  etc.,  1956,  p.  54. 


New  Institutions  and  Disequilibrium  263 

The  contracting  parties  recognize  that,  as  a  result  of  domestic  policies 
directed  towards  the  achievement  and  maintenance  of  full  and  productive 
employment  or  towards  the  development  of  economic  resources,  a  contracting 
party  may  experience  a  high  level  of  demand  for  imports  involving  a  threat 
to  its  monetary  reserves.  .  .  .  Accordingly  a  contracting  party  otherwise 
complying  with  the  provisions  of  this  article  shall  not  be  required  to  with- 
draw or  modify  restrictions  on  the  ground  that  a  change  in  those  policies 
would  render  unnecessary  restrictions  which  it  is  applying  under  this  article. 

New  Institutions5 

Since  the  war,  nations  have  spawned  numerous  international  institu- 
tions to  deal  with  the  growing  problems  of  international  disequilibrium. 
In  organizing  these  institutions,  governments  acknowledge  the  per- 
sistency of  disequilibria. 

These  institutions  reflect  the  shortage  of  dollars  and  the  widespread 
desire  to  expand  trade  and  to  slow  up  and  even  reverse  the  tendency  to 
divert  trade  to  uneconomic  channels.  Among  their  objectives  are  "real- 
istic" exchange  rates  and  the  discouragement  of  abnormal  restrictions  on 
trade  and,  as  conditions  for  these  policies,  adequate  provision  of  ad- 
ditional capital,  reserves,  and  liquidity. 

By  establishing  these  international  institutions,  the  creators  recognize 
the  invalidity  of  the  classical  assumptions  of  adequate  flexibility  to 
achieve  full  employment  after  temporary  disequilibrium.  Provision  is, 
therefore,  made  for  sacrifices  of  liberalization  of  trade  when  the  ob- 
jective of  high  or  full  employment  should  take  precedence,  and  it  is 
recognized  that  depression,  in  turn,  may  reduce  trade  and  frighten 
nations  away  from  plans  for  liberalization.  Provisions  in  the  charters  of 
these  organizations  reflect  other  doubts  concerning  the  classical  theory 
of  trade;  e.g.,  given  inelastic  demand  abroad  a  reduction  of  prices  under 
depression  conditions  may  well  mark  a  step  away  from  equilibrium,  and 
private  capital  movements  cannot  be  depended  upon  to  offset  deficits  in 
the  balance  of  payments. 

The  Relevance  of  the  Dollar  Shortage 

The  specter  of  the  dollar  shortage  is  revealed  in  the  charters  and 
operations  of  most  of  these  organizations.  Thus,  consider  the  Inter- 
national Monetary  Fund  (IMF),  which  was  to  play  a  vital  part  in  the 
transitional  years  after  the  war.  In  theory,  countries  short  of  gold  or 
foreign  currencies  should  tap  their  own  reserves  first;  then  rely  on  the 
IMF  for  help  to  tide  them  over  temporary  deficits;  then,  if  this  proves 
inadequate,  have  recourse  tojsxchange  adjustments.  The  final  step  is  to 
make  structural  changes  within  the  country. 

5  Professor  Hansen  in  The  United  States  and  the  World  Economy  analyzes  these 
institutions  well. 
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But  the  IMF  in  some  respects  has  been  a  disappointment.  First,_re- 
sources  have  been  inadequate,  in  part  because  of  the  failure  of  Iron 
Curtain  countries  to  participate;  in  part  because  of  the  inflation,  rise  of 
income,  and  the  accompanying  increase  of  trade  (with  trade  in  1954 
greatly  in  excess  of  1938  or  1945,  when  the  charter  was  being  considered ) ; 
in  part  because  of  the  scramble  for  the  dollar,  with  most  other  currencies 
not  in  great  demand.  Thus,  from  1947  to  March  31,  1955,  member 
countries  of  this  organization  purchased  $1,198  million  of  currencies  from 
the  IMF.  Members  repaid  $807  million  of  the  currencies;  hence  net  sales 
outstanding  were  $390  million.  The  total  net  funds  made  available  were 
an  insignificant  part  of  world  trade.  Though  the  quotas  (amounts  call- 
able in  gold  or  domestic  currency  and  the  determinant  of  borrowing 
rights )  amounted  to  $8,732  million  in  1955,  the  IMF  had  at  its  disposal, 
as  of  March  31,  1955,  only  $1,609  million  in  gold  and  $2,287  million  in 
dollars.6  (Subscriptions  in  gold  are  limited  to  25  per  cent  of  quotas  or 
even  less  if  reserves  are  low. )  With  quotas  equal  to  about  10  per  cent  of 
imports  and  borrowings  limited  in  any  one  year  to  25  per  cent  of  quotas, 
the  members  at  most  could  obtain  aid  equal  to  but  2  to  3  per  cent  of  im- 
port trade  in  any  one  year.  Obviously  greater  resources  were  required. 

Second,  disappointment  with  the  contributions  of  the  IMF  is  tied 
to  the  failure  of  exchange  adjustments  to  bring  about  equilibrium  condi- 
tions. Behind  the  IMF  is  the  theory  that  exchange  rates  related  to  the 
requirements  of  the  international  balance  would  bring  equilibrium  or 
at  the  very  least  make  an  important  contribution  to  it.  Here  the  unwill- 
ingness of  some  countries  to  adapt  their  exchanges  to  the  international 
situation  is  relevant.  For  example,  the  IMF  had  to  accept  the  rates  in 
effect  at  the  end  of  1946,  even  though  these  were  clearly  overvalued 
generally  vis-a-vis  the  dollar.  But  uncooperative  attitudes,  including 
refusals  to  yield  on  sovereignty  (e.g.,  the  French  refusal  in  1948  to 
devaluate  on  a  nondiscriminatory  basis  and  the  British  confronting  the 
IMF  with  a  precise  devaluation  in  1949),  were  not  the  decisive  factors. 
Even  when  devaluation  was  used,  and  frequently  it  was,  its  effectiveness 
was  not  great  ( as  we  shall  see ) . 

Third,  and  perhaps  most  important,  the  transitional  problems  were 
much  more  serious  than  had  been  anticipated.  The  disequilibrium  was 
one  that  had  to  be  treated  with  much  larger  resources  than  the  IMF  had 
available  and  with  vigorous  policies  to  deal  with  structural  maladjust- 
ments, both  long-  and  short-term.  Fourth,  unfortunately,  the  IMF  was 
distinctly  limited  in  the  manner  in  which  it  could  control  domestic 
policies.  Members  were  free  to  pursue  policies  based  on  fundamental 
social  and  political  objectives,  and  the  IMF  could  not  refuse  a  member's 

6  All  figures  from  International  Monetary  Fund,  International  Financial  Statistics; 
also  see  United  Nations  Monetary  and  Financial  Conference,  Bretton  Woods,  N.H., 
July,  1944,  Final  Act  and  Related  Documents. 
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proposal  for  a  revision  of  exchange  rates  on  grounds  of  disapproval  of 
policies  related  to  these  objectives.  Indeed,  as  a  condition  for  purchase 
of  a  country's  currency  (generally  for  dollars),  the  IMF  might  urge 
modification  in  domestic  policies,  but  there  is  little  evidence  that  the 
IMF  had  much  influence.7 

The  failure  of  the  IMF  stems  in  part  from  the  difficulty  of  eliminating 
exchange  control  and  multiple  exchange  rates.  Here  again  the  dollar 
shortage  and  the  chaotic  conditions  in  the  postwar  period  are  relevant. 
The  major  task  of  the  IMF  was  to  help  restore  multilateralism  through 
operating  as  a  limited  supercentral  bank  and  inducing  appropriate  rates 
of  exchange.  The  world  was  still  far  from  multilateralism  even  as  late  as 
1955  to  1957. 

It  is  only  necessary  to  list  the  purposes  of  the  IMF  as  agreed  to  at 
Bretton  Woods  in  1944  to  realize  that  all  important  objectives  had  not 
been  attained  even  by  1957.  This  is  aside  from  the  pledge  under  Section 
4:  "Each  member  undertakes  to  collaborate  with  the  Fund  to  promote 
exchange  stability,  to  maintain  orderly  exchange  arrangements  with  other 
members,  and  to  avoid  competitive  exchange  alterations."8 

The  purposes  of  the  IMF  are: 

(i)  To  promote  international  monetary  cooperation  through  a  permanent 
institution  which  provides  the  machinery  for  consultation  and  collaboration 
on  international  monetary  problems. 

(ii)  To  facilitate  the  expansion  and  balanced  growth  of  international  trade, 
and  to  contribute  thereby  to  the  promotion  and  maintenance  of  high  levels 
of  employment  and  real  income  and  to  the  development  of  the  productive 
resources  of  all  members  as  primary  objectives  of  economic  policy. 

(iii)  To  promote  exchange  stability,  to  maintain  orderly  system  of  pay- 
ments in  respect  of  current  transactions  between  members  and  in  the  elimina- 
tion of  foreign  exchange  restrictions  which  hamper  the  growth  of  world  trade. 

(iv)  To  assist  in  the  establishment  of  a  multilateral  system  of  payments 
in  respect  of  current  transactions  between  members  and  in  the  elimination  of 
foreign  exchange  restrictions  which  hamper  the  growth  of  world  trade. 

(v)  To  give  confidence  to  members  by  making  the  Fund's  resources  avail- 
able to  them  under  adequate  safeguards,  thus  providing  them  with  opportunity 
to  correct  maladjustments  in  their  balance  of  payments  without  resorting 
to  measures  destructive  of  national  or  international  prosperity. 

(vi)  In  accordance  with  the  above,  to  shorten  the  duration  and  lessen  the 
degree  of  disequilibrium  in  the  international  balances  of  payments  of  members. 

In  an  address  at  the  annual  meeting  of  the  IMF  and  the  International 
Bank,  the  chairman  of  the  latter  appraised  the  accomplishments  of  the 

7  See  also  the  able  presentation  in  chap.  9  in  R.  Mikesell,  United  States  Economic 
Policy  and  International  Relations,  1951;  Hansen,  op.  cit.;  and  Robert  Triffin's  pro- 
vocative comments  in  scattered  writings. 

8  United  Nations  Monetary  and  Financial  Conference,  Bretton  Woods,  op.  cit.,  pp. 
28,  31. 
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IMF  over  the  transitional  period  through  1954.  Its  accomplishments 
were,  according  to  Mr.  van  de  Kieft,  to  "lay  the  foundations  of  an 
orderly,  stable,  and  multilateral  system  of  payments"  and  contribute  to 
the  expansion  of  trade  through  a  policy  of  fixed  rates  of  exchange.  But 
in  the  "maintenance  of  orderly  exchange  arrangements,  and  the  avoidance 
of  competitive  devaluation,  the  Fund  has  met  [only]  with  a  fair  measure 
of  success."  Competitive  debasements  have  not  been  a  source  of  trouble; 
rather  the  failure  lay  in  inadequate  devaluations  and  in  recourse  to  con- 
trols. "It  is  in  the  realization  of  its  fourth  purpose,  the  establishment  of 
a  multilateral  system  of  payments,  that  the  Fund  so  far  has  been  least 
able  to  achieve  positive  results,"  though  some  discouragement  of  the  use 
of  exchange  restrictions  is  granted.  Above  all  the  abuse  of  Article  XIV, 
which  allows  continuance  and  extension  of  the  exchange  control,  must 
be  watched.9 

By  the  early  1950s  there  was  much  dissatisfaction  with  the  operations 
of  the  IMF.  It  was,  for  example,  apparent  to  many  that  the  occasional 
revision  of  exchange  rates  with  approval  by  the  IMF  was  often  not 
practical.  The  possibility  of  such  decisions  in  itself  brought  much 
speculation  which  might  drive  a  currency  down  far  below  the  level  con- 
sidered appropriate.  Recently  a  preference  has  been  expressed  for  float- 
ing exchange  rates:10  The  country  would  agree  to  hold  rates  within  set 
limits.  Hence  there  would  not  be  once  for  all  changes  in  exchange  rates. 

Another  complaint  registered  against  the  IMF  has  been  its  niggardly 
lending  policies.  In  the  early  fifties  the  IMF  tried  to  improve  its  lending 
policies  by  providing  stand-by  credits,  by  giving  special  access  to  the 
Fund  up  to  the  limit  of  gold  subscriptions,  and  by  allowing  withdrawals 
in  a  short  period  (e.g.,  a  year)  in  excess  of  those  ordinarily  allowed 
under  the  charter.  In  1953-1954  the  Fund  made  available  credits  in 
dollars  to  several  countries  which  in  agreement  with  the  Fund  devalued 
their  currencies  (in  the  Mexican  case  in  part  to  promote  a  fiscal  ex- 
pansionist policy)  and  in  some  instances  (Chile)  consolidated  several 
rates.11 

Even  as  late  as  the  latter  part  of  1955  the  managing  director  of  the 
IMF  could  only  raise  the  question  if  Article  XIV,  the  article  providing  for 
transitional  privileges  for  restricting  trade,  might  not  be  deleted  and 
Article  VIII,  which  provides  that  discrimination  and  multiple  exchange 
would  be  subject  to  IMF  approval,  substituted.12 

9  International  Monetary  Fund,  International  Financial  News  Survey,  Oct.  1,  1954, 
pp.  105-108. 

10  Discussed  more  fully  in  Chaps.  25  and  27. 

11  See  especially  International  Monetary  Fund  Annual  Report,  1954,  pp.  82-88, 
131-136. 

12  International  Monetary  Fund,  International  Financial  News  Survey,  Sept.  23, 
1955. 
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Dollar  shortage  is  a  matter  of  concern  for  other  institutions  also.  The 
charter  of  the  International  Trade  Organization  (ITO),  which  ex- 
perienced a  still  birth,  and  General  Agreement  on  Trade  and  Tariffs 
(GATT)  had  been  very  much  concerned  with  the  dollar  shortage  or 
more  generally  with  all  currency  shortages.  A  crucial  provision  in  the 
ITO  charter  is  that  a  country  faced  with  a  balance-of-payments  crisis 
can  introduce  restrictive  trade  policies,  inclusive  of  quotas  and  dis- 
crimination. Ordinarily  the  charter  precludes  quotas  and  discrimination, 
though  many  exceptions  are  made.13 

Members  are  permitted  to  impose  quotas  to  the  extent  necessary  to  fore- 
stall an  imminent  threat  of,  or  to  stop,  a  serious  decline  in  their  monetary 
reserves.   .   .   . 

Members  which  are  applying  quotas  on  imports  for  balance-of-payments 
reasons  under  Article  21  are  permitted  by  Article  23  to  impose  certain 
discriminations.  The  provisions  of  Article  23  are  in  broad  measure  parallel  to 
the  relevant  provisions  of  the  International  Monetary  Fund  agreements  regard- 
ing discriminations  in  the  imposition  of  exchange  controls. 

Indeed,  Secretary  Dulles,  in  introducing  the  Administration  bill  in 
support  of  the  OTC  in  1956,  could  claim  that  the  objectives  of  GATT 
had  been  narrowed  so  as  to  exclude  the  objectives  of  full  employment. 
Nevertheless,  the  proposed  GATT  which  the  OTC  was  to  administer 
allows  countries  to  impose  restrictions  when  "as  a  result  of  domestic 
policies  directed  towards  the  achievement  and  maintenance  of  full 
and  productive  employment,  or  towards  the  development  of  economic 
resources,  a  contracting  party  may  experience  a  high  level  of  demand 
for  imports  involving  a  threat  to  its  monetary  reserves.  .  .  .  "14 

Even  the  Food  and  Agricultural  Organization  (FAO)  proposed  re- 
strictive and  stabilization  policies  in  part  because  drastic  declines  of 
agricultural  prices  raise  serious  balance-of-payments  problems  for  agri- 
cultural countries.15  The  International  Bank  for  Reconstruction  and 
Development  ( IBRD )  provides  dollars  primarily  to  cover  capital  needed 
to  finance  purchases  abroad  and  occasionally  to  cover  an  adverse  balance 
related  indirectly  to  expansion  accompanying  development.  With  a 
widespread  demand  for  dollars,  the  IBRD  has  had  to  provide  about 
two-thirds  of  its  resources  in  dollars  (or  gold).  Of  $1,614  million  dis- 

13  U.S.  Tariff  Commission,  Report  on  the  Havana  Charter  for  an  International 
Trade  Organization,  1949,  pp.  34,  37;  also  Department  of  State,  Analysis  of  General 
Agreement  on  Tariffs  and  Trade,  Signed  at  Geneva,  October  SO,  1947,  1947. 

14  The  Agreement  on  the  Organization  for  Trade  Cooperation,  H.R.  5550,  for 
House  Ways  and  Means  Committee,  1956,  p.  54;  and  Department  of  State  Press  Re- 
lease 107,  Mar.  1,  1956. 

15  See,  for  example,  Cale  and  Zaglits,  "Intergovernmental  Agreements  Approach 
to  the  Problems  of  Agricultural  Surpluses,"  in  Readings  on  Agricultural  Policy,  1949, 
especially  pp.  319-320. 
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bursed  by  April  30,  1955,  $1,310  million  was  in  dollars  and  $153  million 
in  pounds  sterling.  Net  loans  outstanding  amounted  to  $1,287  million.16 
Again,  limited  capacity  to  lend  has  been  the  result  in  part  of  a  con- 
centration of  demands  for  dollars. 

Even  the  operations  of  the  European  Payments  Union  ( EPU ) ,  formed 
largely  to  facilitate  trade  and  payments  among  Western  European 
countries  (and  their  dependencies),  reflected  the  dollar  problem.  It  was 
necessary  to  increase  intra-European  trade  in  part  because  in  this 
manner  Europe  would  become  less  dependent  on  supplies  from  dollar 
countries  and  hence  would  save  dollars. 

The  Trade  Problem 

The  international  agencies  have  been  formed  with  the  objective  in  part 
of  restoring  trade  to  a  multilateral  basis  and  increasing  the  total  amount 
of  trade.  Member  nations  are  to  be  discouraged  from  distorting  free- 
market  forces  to  their  advantage.  Multilateralism  is  defended  on  the 
grounds  that  under  multilateral  arrangements  each  country  purchases  in 
the  cheapest  markets  and  credits  and  debits  are  pooled  in  a  manner  so 
that  country  A,  for  example,  purchasing  more  from  B,  M,  and  P  than  it 
sells  to  these  countries,  can  use  cash  received  from  an  excess  of  sales  to 
F,  N,  and  R  to  liquidate  its  debts  to  B,  M,  and  P.  What  is  more,  under 
multilateralism  all  countries  are  treated  without  discrimination.  Hence, 
as  much  as  with  the  amount  of  trade,  the  concern  is  with  the  mis- 
direction of  trade  and  uneconomic  allocation  of  factors  of  production. 
Quotas,  exchange  control,  multiple  exchange  rates,  bulk  buying,  customs 
unions,  export  subsidies — these  all  tend  to  distort  the  pattern  of  trade. 
Apparently  to  restore  trade  to  the  channels  dictated  by  comparative 
costs  requires  intervention  by  international  agencies  once  the  mis- 
direction has  assumed  serious  proportions;  dependence  on  free-market 
forces  to  restore  trade  more  nearly  in  accord  with  comparative  costs  will 
not  be  adequate.  It  is  necessary,  as  a  condition  for  removing  abnormal 
interferences  with  trade,  to  provide  not  only  liquidity  (reserves)  to  the 
participating  countries  but  additional  capital,  which  would  enable  the 
dollar-short  countries  to  raise  output  (and  particularly  on  comparative- 
cost  principles)  so  that  they  would  be  able  primarily  to  increase  their 
exports  and  secondarily  to  become  relatively  less  dependent  on  imports. 

So  much  is  said  about  the  restriction  of  trade  that  it  is  often  forgotten 
that  the  volume  of  trade  has  risen  greatly  since  before  the  war.  In  dollar 
value,  world  exports  rose  from  $21  billion  in  1938  to  $84  billion  in  1955, 
or  a  rise  of  much  more  than  one-half  after  an  allowance  is  made  for 
price  rise.  Even  when  the  real  rise  of  trade  is  compared  with  that  in 
total  output,  there  has  been  an  improvement.  It  is  striking  that  despite 

16  International  Monetary  Fund,  International  Financial  Statistics,  June,  1955. 
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the  spread  of  all  kinds  of  abnormal  interferences  with  trade,  world  trade 
expanded  more  than  world  output  from  1938  to  1954.  Undoubtedly,  part 
of  the  explanation  is  prosperity  (trade  tends  to  rise  relatively  with  in- 
creasing income ) ;  part  of  the  explanation  is  the  intensification  of  demand 
for  raw  materials  and  to  some  extent  food,  which  is  related  to  the  more 
rapid  rise  of  industrialization  and  population  than  of  production  of  raw 
materials  and  food;  part  of  the  explanation  lies  in  the  structural  damage 
done  by  war  and  political  chaos  [the  need  for  trade  then  increases,  even 
on  comparative-costs  principles  (when  many  coal  mines  are  shut  down 
in  Europe,  the  gains  of  importing  coal  increase  greatly)];  part  is  the 
result  of  the  stimulus  of  foreign  aid;  and,  finally,  the  misdirection  of 
trade  (i.e.,  the  higher  costs)  may  be  reflected  in  a  rise  of  total  trade. 
The  last  should,  however,  be  reflected  in  dollar  rather  than  volume 
terms. 

The  ITO  in  particular  was  concerned  with  the  reduction  of  trade 
barriers  and  the  rise  of  trade.  But  this  organization  had  a  still  birth.  A 
skeleton  institution,  GATT,  made  possible  multilateral  agreements  to 
reduce  tariff  obstacles.  In  1955,  the  OTC,  based  on  the  original  ITO 
charter  but  with  some  modifications,  was  to  assume  the  responsibilities 
formerly  entrusted  to  the  ITO  and  the  GATT.  But  in  1957,  approval 
by  governments  of  the  OTC  was  still  awaited. 

The  ITO  charter  provided  facilities  and  pressures  for  negotiations  to 
reduce  trade  barriers;  it  insisted  upon  representation  of  consumers  when 
commodity  agreements  are  made  for  allotting  quotas  and  fixing  prices; 
it  inveighed  against  certain  business  practices  (e.g.,  cartels)  "which  re- 
strain competition,  limit  access  to  markets,  or  foster  monopolistic  control, 
whenever  such  practices  have  harmful  effects  on  the  expansion  of 
production  or  trade  and  interfere  with  the  other  objectives  of  the 
charter";17  it  ruled  out  export  subsidies,  quotas,  discrimination  in  trade, 
internal  taxes  invoked  for  protective  purposes,  mixing  arrangements  for 
protection  (though  the  United  States'  requirements  for  mixing  X  of 
synthetic  rubber  with  Y  of  crude  imported  are  exempt  from  this  pro- 
hibition); and  it  objected  to  protectionist  devices  introduced  through 
state  trading  (e.g.,  selling  foreign  commodities  by  state  brokers  at 
artificially  high  prices ) . 

Unfortunately,  many  of  these  provisions  had  no  teeth  in  them  or 
were  so  surrounded  by  reservations  as  to  be  of  limited  effectiveness.  For 
example,  special  restrictive  privileges  were  given  to  countries  bent  on 
development.  Quotas  were  excluded,  but  they  were  allowed  inter  alia 
when  they  were  required  in  support  of  certain  domestic  agricultural 
policies  or  developments  or  to  protect  against  serious  adverse  balance 

17  Report  on  the  Havana  Charter  for  an  International  Trade  Organization,  p.  64. 
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of  payments.  The  charter  included  a  general  escape  clause  which  might 
be  invoked  if  imports  were  increased  "in  such  relatively  increased 
quantities  and  under  such  conditions  as  to  cause  or  threaten  serious  in- 
juries to  domestic  industries."18  Discrimination  was  out,  but  special  con- 
cessions were  made  for  developing  economies  and  for  existing  customs 
unions.  And  so  it  goes. 

Even  provisions  not  restricted  by  exemptions  frequently  were  not  en- 
forceable. The  attack  on  business  restrictive  practices  was  a  case  in 
point. 

Even  the  section  on  commodity  agreements  did  not  promise  effective 
enforcement:19 

The  commodity  control  agreements  authorized  by  the  Charter  are  to  be 
resorted  to  only  when  the  labor  and  resources  devoted  to  the  production  of 
particular  goods  provide,  or  are  capable  of  providing,  outputs  greatly  in 
excess  of  the  quantities  that  can  be  marketed  at  reasonable  prices.  More- 
over, even  in  such  cases  control  agreements  are  to  be  applied  only  if  other 
employments  for  the  labor  and  resources  concerned  are  not  available  and  are 
not  likely  to  become  available  until  after  long  and  serious  hardships  have 
been  experienced  by  large  numbers  of  people.  Such  control  agreements  are  not 
designed  to  deal  with  conditions  of  widespread  under-utilization  of  productive 
capacities  such  as  appear  during  periods  of  general  industrial  depression. 
Rather  they  are  intended  to  be  confined  to  situations  in  industries  wherein 
shifts  in  demand  or  changes  in  techniques  of  production  or  other  developments 
result  in  either  (1)  the  persistent  appearance  of  large  surpluses  of  a  com- 
modity, or  (2)  large  number  of  unemployed  workers  who  cannot  readily  find 
employment  in  other  industries. 

The  above  quotation  raises  some  questions.  In  practice,  is  it  going  to 
be  easy  to  differentiate  between  cases  where  large  surpluses  persist  or 
large  numbers  of  unemployed  for  long  periods  are  involved  and  in- 
stances of  cyclical  underutilization?  Hence,  this  provision  might  not  be 
workable.  The  problem  of  commodity  agreements  also  focuses  attention 
on  the  issue  of  classical  adjustments.  This  provision  in  the  ITO  charter 
rests  on  the  assumption  that  a  fall  in  prices  confronted  with  inelastic 
demand  may  induce  movements  away  from,  not  toward,  equilibrium, 
for  with  lower  prices,  despite  rises  in  output,  receipts  in  foreign  cur- 
rencies may  decline.  Hence,  the  classical  assumption  of  price  reductions 
as  the  road  to  balancing  accounts  may  not  hold.  In  other  words,  the 
charter  is  based  here  on  some  questions  concerning  assumptions  of 
classical  economics:  elasticity  and  mobility. 

We  turn  to  the  issue  of  mobility.  In  the  classical  assumptions  it  is 
contended  that  movements  into  other  employments  follow  the  reduced 

18  Ibid,  p.  10. 

19  Ibid.,  p.  70. 
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profitability  in  the  older  employments.  Even  in  highly  developed 
economies,  mobility  is  often  low.  In  economies  where  standards  of  trans- 
portation, communication,  and  education  are  low,  the  problem  of  shifts 
is  much  more  serious.  One  of  the  objectives  of  commodity  agreements  is 
to  establish  quotas  and  impose  a  price  range:  a  minimum  to  protect 
producers  and  a  maximum  to  protect  consumers.  This,  of  course,  is  inter- 
ference with  the  market  mechanism.  Keeping  prices  higher  through 
stabilization  programs  impedes  the  outward  movements  from  depressed 
employments,  and  yet  if  other  employments  are  available,  mobility 
should  be  underwritten  rather  than  impeded.  The  FAO  tries  to  reconcile 
these  policies,  i.e.,  stability  to  avoid  the  high  costs  of  concentrated  losses 
and  price  adjustments  to  achieve  a  distribution  of  employment  suggested 
by  relative  costs  and  demand,  by  insisting  on  long-run  declines  in  the 
occupations  with  overproduction. 

The  ITO  charter  has  been  a  charter  and  little  else,  and  now  even 
that  is  dead.  But  in  1947  countries  accounting  for  about  80  per  cent  of 
world  trade  formed  a  body  known  as  the  General  Agreement  on  Tariffs 
and  Trade  (GATT).  In  the  intervening  years  this  organization  was  a 
clearinghouse  for  tariff  reductions.  While  awaiting  action  on  the  ITO, 
through  the  instrumentality  of  the  GATT,  these  countries  succeeded  in 
substantially  reducing  tariff  rates.  (More  than  one  congressman  refuses  to 
acknowledge  the  legality  of  cuts  engineered  under  the  auspices  of  the 
GATT  even  though  the  cuts  do  not  exceed  the  limits  allowed  under  the 
Trade  Agreements  Act. )  Under  the  GATT,  the  negotiating  agents  agreed 
on  multilateral  extension  of  concessions,  and  it  is  probable  that  the 
general  reductions  were  larger  than  they  would  have  been  in  the  absence 
of  the  GATT. 

Mr.  Vernon,  a  former  member  of  the  State  Department  who  operated 
at  a  high  level  in  the  area  of  trade  agreements,  reported  that  by  1955, 
60,000  tariffs  "affecting  perhaps  60  per  cent  of  the  world's  trade,  were 
the  subject  of  these  tariff  concessions.  By  1954  and  1955,  this  policy  of 
tariff  reductions  was  obviously  producing  tangible  dividends  for  this 
country."  In  addition,  Vernon  stressed  reductions  of  quotas,  following 
pressure  from  the  United  States,  and  the  large  rise  of  imports  from  the 
United  States.  (Perhaps  he  neglects  the  relevance  of  higher  incomes  in 
Europe  for  the  gains  of  imports.)20 

But  it  should  be  observed  that  the  GATT  did  not  extend  its  trade 
umbrella  beyond  tariffs  ( see  above,  however ) .  Quotas,  the  proper  valua- 
tion of  imports,  the  reduction  of  domestic  taxes  that  discriminated 
against  imports,  etc.,  received  some  attention  but  little  action  other  than 
the  formulation   of   codes,   etc.   It  remained  for  the   Organization  for 

20  Hearings  of  Subcommittee  of  Joint  Committee  on  the  Economic  Report  on 
Foreign  Economic  Policy,  1955,  p.  415. 
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European  Economic  Cooperation  (OEEC)  and  its  offspring,  the  Euro- 
pean Payments  Union  (EPU),  to  deal  with  the  problems  of  quantitative 
restrictions.  In  a  later  section,  some  further  details  are  given  concerning 
the  EPU.  "By  January,  1954  the  OEEC  was  able  to  report  that  the  per- 
centage of  intra-European  trade  on  private  account  freed  from  all 
quantitative  restrictions  had  reached  75.7  per  cent  for  the  member 
countries  as  a  whole  compared  with  71  in  June,  1953.  At  the  beginning 
of  April  1954  this  percentage  stood  at  76.7."21  (In  1955,  the  figure  was  90. ) 

One  of  the  interesting  aspects  of  the  tendency  to  form  regional  trading, 
and  especially  payment,  organizations  has  been  a  large  increase  in  the 
percentage  of  intraregional  trade.  These  results  are  also  related,  of 
course,  to  the  dollar  shortage,  with  a  resultant  tendency  to  divert  trade 
to  nondollar  countries.  The  final  outcome  may  well  in  part  be  an  un- 
economic alignment  of  trade,  not  supported  by  comparative  costs.  But 
it  should  be  observed  that  the  appropriate  allocation  of  employments 
among  countries  may  be  different  in  an  age  of  insecurity  (e.g.,  requiring 
increased  trade  among  the  inter-American  states)  than  in  the  pre-1914 
or  pre-1939  days.  Furthermore,  the  changed  conditions  may  also  bring 
an  increased  tendency  for  countries  within  a  regional  group  to  adapt 
their  output  and  exports  to  the  needs  of  the  other  members  of  the  group, 
and  thus  increased  trade  within  these  regions  is  to  some  extent  con- 
sistent with  comparative-cost  principles. 

Hence  we  may  be  overhasty  in  drawing  conclusions  concerning  the 
new  pattern  of  trade.  Here  are  some  comments  by  the  GATT  on  this 
issue.22  ( Some  further  statistics  are  presented  in  a  later  section. ) 

The  increased  regionalization  of  trade  is  distinctly  a  postwar  phenomenon 
which  has  its  obvious  roots  in  the  monetary  disorganization  of  the  earlier 
postwar  years.  In  1937  and  1938,  the  total  value  of  commercial  transactions 
within  the  regions  that  now  comprise  the  dollar  area,  the  sterling  area  and 
the  combined  continental  OEEC  countries  and  their  dependencies  accounted 
for  33  and  35  per  cent  of  world  exports,  respectively,  in  those  two  years. 
Significantly,  even  in  that  period  of  comparative  stability  in  monetary  relations, 

21  General  Agreement  on  Tariffs  and  Trade,  International  Trade,  1593,  June,  1954, 
p.  100. 

22  For  further  discussion  of  GATT  and  ITO,  in  addition  to  references  already  given, 
see  the  frequent  Hearings  before  the  House  Ways  and  Means  and  Senate  Finance 
Committee  on  Reciprocal  Trade  Agreements;  W.  G.  Brown,  "General  Agreements  on 
Tariffs  and  Trade,"  and  H.  C.  Hawkins,  "Problems  Raised  by  International  Trade 
Organization,"  both  in  Foreign  Economic  Policy  for  the  United  States  (S.  E.  Harris, 
ed. ) ,  1948,  pp.  254r-286;  R.  Vernon,  "America's  Foreign  Trade  Policy  and  the 
GATT,"  in  Essays  in  International  Finance,  October,  1954;  W.  Diebold,  "End  of 
ITO,"  in  ibid.,  1952;  Commission  on  Foreign  Policy  Staff  Papers,  1954;  various 
reports  of  U.S.  Tariff  Commission;  and  U.S.  Council  of  the  International  Chamber 
of  Commerce,  GATT:  An  Analysis  and  Appraisal  of  the  General  Agreement  on 
Tariffs  and  Trade,  1955;  W.  A.  Brown,  Jr.,  The  United  States  and  the  Restoration  of 
World  Trade,  1950. 
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the  decline  in  international  trade  from  1937  to  1938  gave  rise  to  an  increase 
in  the  share  of  intra-regional  trade. 

Since  the  war  this  ratio  has  been  rising  from  39  per  cent  in  1948  to  46 
per  cent  in  1953,  with  only  a  minor  interruption  in  1951.  .  .  .  Although  the 
comparison  between  prewar  and  postwar  years  is  subject  to  a  number  of 
reservations,  it  may  nevertheless  be  said  that  the  progress  of  regionalization 
has  affected  the  trade  in  manufactures  more  profoundly  than  trade  in  primary 
products. 

In  recent  discussions  concerning  regionalism,  that  is,  agreements 
among  countries  to  increase  trade  within  the  regional  bloc  and  at  the 
same  time,  therefore,  to  discriminate  against  others,  the  economists  have 
tended  to  support  these  agreements,  at  least  in  regard  to  the  European 
agreements.  Professor  Viner  holds  that  the  effects  of  Western  European 
agreements  have  been  to  increase  trade;  Professor  Haberler,  that  these 
agreements  are  to  be  preferred  to  preferential  agreements  and  that 
Europe  is  moving  in  the  direction  of  reduced  discrimination  against  the 
United  States.  For  Professor  Cairncross,  the  gains  are  much  more  trade 
for  Europe,  with  comparatively  small  cost  to  the  United  States,  which 
exports  relatively  little  to  these  countries.  In  the  view  of  Professor 
Kindleberger,  the  European  trade  agreements  stopped  the  downward 
spiraling  of  trade  and  were  especially  successful  because  of  the  large 
amount  of  intra-European  trade.23 

But  let  us  return  to  the  trade  organizations  and  their  objectives.  The 
1955  proposed  charter  of  the  new  Organization  for  Trade  Cooperation 
(OTC)  deals  with  the  same  range  of  problems  as  the  original  ITO,  but 
it  is  a  less  complicated  document.  It  does  not,  however,  seem  to  have 
advanced  much  beyond  the  ITO  in  its  treatment  of  troublesome  prob- 
lems. For  example,  the  special  exceptions  made  to  many  countries  to 
use  quotas  in  order  to  protect  a  weak  balance  of  payments  are  still  there. 
The  tendency  in  the  past  has  been  to  seek  protection  in  this  provision, 
and  in  no  small  part  on  the  grounds  that  the  fault  lay  abroad  rather 
than,  as  was  often  the  case,  in  the  expansive  policies  at  home.  In  the 
past  also  there  has  been  a  tendency  for  the  IMF  and  the  GATT  to  fail 
to  integrate  their  policies,  with,  for  example,  the  former  granting  ex- 
ceptions under  the  balance-of-payments  clause  which,  in  fact,  were 
protectionist  exceptions.  This  integration  between  the  two  organizations 
still  remains  to  be  worked  out.  The  contracting  parties  can  still  have  re- 
course to  these  restrictions,  and  they  are  still  sovereign  in  their  control  of 
domestic  policies.  The  major  change  seems  to  be  that  once  the  new 
agreement  goes  into  effect,  the  restrictions  will  be  examined  and  then 
reviewed  each  year.24 

23  Hearings  of  the  Subcommittee  of  the  Joint  Committee  on  the  Economic  Report 
on  Foreign  Economic  Policy,  1955,  pp.  169-170,  506-510,  609-610. 

24  Department  of  State  Press  Release  155,  1955,  p.  2. 
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In  connection  with  the  review  of  the  balance  of  payments  provision  of  the 
GATT,  it  was  recognized  that  some  countries  might  experience  severe  dif- 
ficulties in  certain  of  their  industries  or  branches  of  agriculture  if  what  they 
referred  to  as  their  hard  core  import  controls  were  eliminated  too  abruptly. 
These  are  controls  which,  while  originally  imposed  for  balance  of  payments 
reasons,  provided  incidental  protection  to  certain  industries.  Their  sudden 
removal  could  create  severe  economic  and  social  problems  for  particular 
countries.  Accordingly  it  was  decided  at  Geneva  that  requests  from  these 
countries  for  a  temporary  waiver  from  the  obligations  to  eliminate  quantitative 
restrictions  when  the  balance  of  payments  justification  for  them  no  longer 
existed  would  receive  sympathetic  consideration  on  a  case-by-case  basis. 

Numerous  headaches  continue  to  trouble  the  contracting  parties.  The 
underdeveloped  countries  still  are  entitled  to  special  privileges,  though 
there  is  now  a  greater  determination  to  exclude  from  this  rubric  some 
of  the  richer  nations  such  as  Australia.  Export  subsidies  are  still  allowed, 
though  the  wish  is  stated  that  countries  indulging  in  this  pastime  should 
not  seek  an  excessive  share  of  the  market,  and  new  subsidies  in  non- 
agricultural  commodities  are  not  to  be  tolerated. 

In  general  there  has  been  some  but  not  much  progress.  The  under- 
developed countries  seek  special  treatment  so  that  they  can  move  in  the 
general  direction  of  industrialization;  the  United  States  wants  the  dis- 
continuance of  discrimination,  especially  against  the  dollar,  but  seeks 
special  concessions  to  impose  agricultural  quotas  and  dump  agri- 
cultural products  abroad;  the  British  are  fearful  of  making  large  inroads 
on  imperial  preference;  and  the  Continental  countries  are  fearful  of  the 
effects  of  the  removal  of  bilateralism.  It  is  no  wonder,  then,  that  with 
these  problems  still  troubling  the  countries  and  with  most  of  them  still 
concerned  with  their  dollar  accounts  and  especially  in  view  of  the 
possibility  of  convertibility,  the  resulting  document  is  necessarily  one 
full  of  compromises.  The  possible  conflict  of  domestic  and  international 
objectives  further  waters  down  the  document.  Perhaps  this  is  the  greatest 
obstacle  to  a  trade  document  with  teeth  in  it. 

Undoubtedly  the  GATT  contributed  to  a  substantial  lowering  of  trade 
barriers,  particularly  as  a  mechanism  for  extending  concessions  initiated 
by  two  countries  to  all  participating  countries.  According  to  one  estimate, 
agreements  were  made  as  listed  in  Table  18-1. 25 

Despite  these  advances,  there  was  still  in  1956  much  opposition  to 
the  GATT  and  its  proposed  administrative  agency.  The  United  States 
government  had  assured  Congress  that  trie  OTC  would  be  only  an  ad- 
ministrative agency,  facilitating  trade  talks  and  releases  from  obligations, 

25  Committee  for  National  Trade  Policy,  Trade  Cooperation  or  Trade  Warfare: 
The  Choice  before  Us,  1956,  pp.  4-5. 
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Table  18-1 

Year 

No.  of  countries 

No.  of  rates 

1947 

19 

45 

000 

1949 

28 

50 

000 

1951 

34 

58 

000 

1955 

35 

60 

000 
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obtaining  information,  and  handling  disputes.  The  OTC,  in  the  view  of 
the  Secretary  of  State,  would  not  reduce  the  authority  of  Congress  to 
determine  tariff  policy,  nor  would  it  administer  a  GATT  with  such 
broad  objectives  as  full  employment,  fair  labor  standards,  and  the  like 
provided  in  the  Havana  Conference  for  the  ITO.  Furthermore,  Secretary 
Dulles  insisted  that  the  charter  of  the  OTC  could  not  be  changed  with- 
out congressional  approval.  Much  was  also  made  of  the  contribution  of 
the  GATT  to  reducing  discrimination  against  dollar  imports.  Neverthe- 
less, there  remains  much  opposition,  in  part  because  the  net  effect  of  the 
GATT  has  been  to  cut  tariffs,  and  many  are  fearful  of  the  effects  of 
negotiation  upon  the  condition  of  particular  industries.26 

Trade  and  Agricultural  Policies 

American  agricultural  policy  is  directed  toward  guaranteeing  farmers 
reasonable  prices  and  incomes.  In  order  to  provide  minimum  prices  and 
income,  the  government  offers  nonrecourse  loans  (the  farmer  is  guaran- 
teed a  minimum  price  through  a  loan  and  can  redeem  his  crops  if  prices 
rise  above  the  loan  value)  and  purchases  farm  commodities  for  storage 
or  sales  in  order  to  maintain  prices.  A  condition  for  farmers  sharing  in 
benefits  is  frequently  agreement  to  cut  acreage  or  sales.27 

One  result  of  these  policies  is  higher  prices  at  home  and  a  divergence 
between  domestic  and  foreign  prices.  Hence  American  farm  policy  rests 
on  the  assumption  that  domestic  prices  will  exceed  foreign  prices,  and 
in  order  to  maintain  these  differences,  it  obviously  becomes  necessary 
to  keep  foreign  agricultural  products  out.  The  most  effective  means  is 
the  import  quota.  Otherwise,  the  United  States  policy  would  become  one 
of  raising  world  prices  at  a  tremendous  cost  to  taxpayers.  With  prices 
higher  in  the  United  States  than  abroad,  the  agricultural  policy  also  is 

26  The  Agreement  on  the  Organization  for  Trade  Cooperation,  H.R.  5550;  United 
Nations,  The  Quest  for  Free  Trade,  1955,  pp.  9-13,  44-45;  U.S.  Tariff  Commission, 
Operations  of  Trade  Agreements  Program,  8th  Report,  pp.  36-45;  Department  of 
State  Press  Release  107,  Mar.  1,  1956. 

27  See  especially  U.S.  Council  of  the  International  Chamber  of  Commerce,  General 
Agreement  on  Tariffs  and  Trade;  The  Economist,  Nov.  24,  1953;  Tan.  23,  1954; 
Dec.  21,  1954. 
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based  on  the  premise  that  commodities  will  be  disposed  of  abroad  at  a 
loss.  These  losses  may  be  incurred  through  government  selling  out  of 
stocks  at  prices  below  purchase  or  through  "give-away"  programs,  e.g., 
the  European  Recovery  Program. 

These  requirements  of  the  United  States  farm  policy,  of  course,  are 
reflected  in  the  charter  provisions  of  the  ITO.28 

So  far  as  imports  into  the  United  States  are  concerned,  the  most  important 
exception  to  the  prohibition  of  quotas  is  paragraph  (c)  of  Article  20.  This 
permits  import  quotas  on  agricultural  or  fisheries  products  if  they  are  necessary 
to  the  enforcement  of  governmental  programs  which  operate  effectively  to  re- 
strict the  quantities  of  like  (or  directly  substitutable )  domestic  products  per- 
mitted to  be  marketed  or  produced,  or  to  remove  a  temporary  surplus  of  the 
domestic  products  by  making  the  surplus  available  to  certain  groups  of 
domestic  consumers  free  of  charge  or  at  prices  below  the  current  market 
level. 

Though  the  ITO  charter  contained  provisions  condemning  export  sub- 
sidies or  other  measures  which  operate  directly  or  indirectly  to  expand 
exports  or  reduce  imports,  the  charter  also  offered  relief  to  a  member 
whose  interests  "would  be  seriously  prejudiced  by  the  foregoing  of  an 
export  subsidy  on  any  primary  commodity.  .  .  .  "29 

Here  is  an  international  agency  which  recognized  the  need  for  special 
stimulation  of  domestic  farm  production  and  support  of  farm  income. 
Obviously  without  these  supports,  the  exodus  from  farms  would  be 
accelerated  in  accordance  with  the  principles  of  comparative  advantage. 
The  charter  offered  protection  for  the  American  farm  program.  The 
defense  must  lie  at  least  in  part  in  the  great  costs  involved  in  a  hasty 
migration  from  the  farms  (offsetting  the  ultimate  gains  in  an  improved 
distribution  of  employment).  Toleration  of  export  subsidies,  we  should 
add,  is  in  a  sense  not  special  treatment  in  so  far  as  the  difference  be- 
tween foreign  and  domestic  selling  price  is  offset  by  the  rise  of  domestic 
prices  related  to  the  restrictionist  policies. 

It  is  difficult  to  envisage  a  satisfactory  reconciliation  of  farm  and  trade 
policy.  More  emphasis  on  increased  consumption  of  farm  products  (a 
likely  trend  with  a  rise  in  population  of  25  per  cent  in  twenty-five  years 
in  this  country  and  even  larger  in  the  world);  special  incentives  to  get 
farmers  off  submarginal  farms;  an  improved  storage  program;  a  program 
for  future  prices  based  to  some  extent  on  expected  supply-and-demand 
conditions;  provision  of  alternative  employments  in  farm  communities,  in 
part  through  government  spending  and  direction  (e.g.,  the  industrializa- 
tion movement  in  the  South);  the  use  of  direct  subsidies  to  farmers 

28  U.S.  Council  of  the  International  Chamber  of  Commerce,  op.  cit.,  p.  3. 

29  Ibid.,  pp.  44-45. 
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rather  than  quotas,  for  example,  the  provision  of  income  subsidies  rather 
than  price  guarantees  (and  hence  with  lower  prices  reduced  need  for 
trade  restrictions,  for  the  difference  between  domestic  and  foreign 
prices  would  be  treated) — all  these  (though  to  some  extent  these 
proposals  are  not  compatible  one  with  the  other)  may  reduce  the 
dependence  on  trade  restrictions  and  particularly  quotas  on  farm 
products. 

A  concentration  on  income  stability  would  involve  a  radical  de- 
parture in  farm  policy  and  would  arouse  much  objection  in  part  be- 
cause of  its  tie  to  the  Brannan  Plan.  On  the  whole  this  plan  had  more 
merits  than  were  generally  ascribed  to  it,  not  the  least  of  which  was  to 
give  the  consumer  the  advantage  of  plentiful  supplies  and  to  extend  the 
program  to  perishable  commodities.  One  of  the  problems  of  an  income- 
stability  plan  is  to  get  any  precise  estimate  of  costs.  For  years  also  there 
has  been  a  struggle  between  the  adherents  of  a  fixed  and  of  a  flexible 
parity.  The  advantage  given  for  the  latter  is  that  as  prices  fall  in  re- 
sponse to  excessive  supplies,  the  government  would  reduce  support 
prices,  thus  encouraging  a  decline  in  output.  But  many  are  of  the  view 
that  agricultural  output  does  not  respond  to  price  movements  in  the 
anticipated  manner.30 

In  numerous  instances  the  United  States  has  violated  the  spirit  of  these 
international-trade  charters  by  imposing  quotas  even  when  no  restrictions 
on  production  were  imposed  within  the  country.  Under  these  conditions, 
quotas  are  frowned  upon  because  they  then  are  not  part  of  a  farm 
policy  and  are  pure  restrictionism  in  trade,  e.g.,  quotas  on  butter,  cheese, 
and  dry  milk.  In  view  of  the  strong  views  held  by  American  protectionists 
on  Section  22  of  the  Agricultural  Adjustment  Act  (import  restrictions  on 
agricultural  products )  even  under  the  proposed  OTC  ( 1955),  the  successor 
to  the  ITO,  "by  separate  decision  a  waiver  was  granted  which  makes 
it  possible  for  the  United  States  to  apply  import  restrictions  required  un- 
der Section  22  of  the  Agricultural  Adjustment  Act,  as  amended,  notwith- 
standing certain  provisions  of  the  Agreement."31  In  the  words  of  a  con- 
gressional group,  by  ensuring  continuance  in  the  GATT,  we  "open  the 
door  to  international  meddling  and  obstructive  tactics  in  other  legis- 
lation passed  by  the  Congress,  namely,  the  Agricultural  Adjustment 
Act/'32 

30  Cf.  T.  W.  Schultz,  Agriculture  in  an  Unstable  Economy,  1945,  especially  chaps. 
7,  10,  12;  D.  G.  Johnson,  Trade  and  Agriculture,  1950;  D.  G.  Johnson,  Agricultural 
Price  Policy  and  International  Trade,  1954  (Essays  in  International  Finance),  and 
Readings  on  Agricultural  Policy,  pt.  Ill;  and  S.  E.  Harris,  Letter  to  The  Economist 
on  Stevenson's  Sioux  City  speech,  October,  1954. 

31  State  Department,  Press  Release  155,  Mar.  21,  1955,  on  The  Agreement  on  the 
Organization  for  Trade  Cooperation  and  Amendments  to  the  General  Agreements  on 
Tariffs  and  Trade,  p.  3. 

32  "Trade  Agreements  Extension  Act  of  1955,"  Senate  Report  232,  p.  27. 
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Trade  and  Regional  Unions 

Another  approach  to  the  expansion  of  trade  is  through  currency  or 
payments  unions.  The  sterling  area  is  one  such  union,  and  the  European 
Payments  Union  (EPU)  another.33  Through  organizations  of  this  type 
an  approach  toward  multilateralism  is  achieved.  One  member  of  the 
EPU  can  offset  an  adverse  balance  with  another  by  a  favorable  balance 
with  a  third.  The  relative  ease  of  achieving  balances  in  this  manner  as 
compared  with  the  stringency  in  dollar  markets  tends  to  divert  trade  to 
the  countries  participating  in  these  unions.  In  a  sense  this  means  an 
uneconomic  realignment  of  trade,  for  A,  say,  now  buys  some  commodities 
from  C,  a  member  of  the  EPU,  whereas  previously  she  purchased  from 
B  (a  dollar  country),  and  presumably  B  was  the  cheapest  market.  But 
it  should  be  observed  that  A  is  unable  to  pay  B.  By  cutting  prices 
greatly,  she  might  be  able  to  obtain  B's  currency  and  purchase  in  B. 
Her  losses  in  purchasing  from  C  are  offset  in  whole  or  in  part  by 
averting  losses  in  terms  of  trade  with  B  had  she  pressed  her  com- 
modities on  B  as  required  to  maintain  her  trade  with  B. 

There  has  certainly  been  a  tendency  to  expand  trade  within  the 
unions.  In  the  EPU  the  payments  agreements  were  implemented  by 
agreements  concerning  trade  policies,  and  to  some  extent,  the  EPU  even 
influenced  other  internal  policies.34  A  country  with  a  favorable  balance 
is  under  some  obligation  to  reduce  the  percentage  of  trade  subject  to 
quotas,  and  the  debtor  countries  can  support  recourse  to  increased 
quotas.  In  the  early  history  of  the  EPU,  Germany,  with  a  large  adverse 
balance,  undertook  a  corrective  monetary  and  fiscal  policy,  and  numer- 
ous revisions  of  quota  policy  have  occurred  as  a  result  of  growth  of 
deficits  and  credits. 

In  view  of  the  shortages  of  supplies  in  nondollar  vis-a-vis  dollar 
countries,  it  might  have  been  expected  that  trade  within  the  payments 
union  as  a  percentage  of  members'  total  trade  would  decline.  Actually, 
for  reasons  suggested  above,  this  trade  tended  to  rise. 

In  general  the  results  are  about  as  might  be  expected:  a  tendency 
for  trade  relatively  to  rise  within  the  payments  or  currency  unions.  But 
there  are  important  exceptions.  For  example,  the  proportion  of  trade  of 
the  EPU  countries  with  the  United  Kingdom  declined.  One  explanation 
is  undoubtedly  a  large  drop  in  the  proportion  of  United  Kingdom  trade 
to  world  trade;  another  is  that  the  United  Kingdom  trade  was  pulled 
by  the  sterling  bloc  as  well  as  by  EPU.  Again,  though  the  proportion  of 
United  Kingdom  exports  to  the  other  sterling  countries  rose,  the  propor- 

33  Also  see  Chaps.  26  and  27. 

34  Cf.  the  able  analysis  by  Prof.  L.  Gordon,  "The  Organization  for  European 
Economic  Cooperation,"  International  Organization,  1956,  vol.   10,  no.  1. 
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Table  18-2.  Percentage  of  Trade  among  Members  of  Payments  Unions,  1937, 

1950  to  1953 


B. 


Continental  EPU  countries,  trade  with: 

Other  Continental  EPU  countries 

United  Kingdom 

United  Kingdom,  trade  with: 

United  Kingdom  dependencies 

Other  sterling  countries 

C.  United  Kingdom  dependencies,  trade  with: 

United  Kingdom 

Other  sterling  countries 

United  Kingdom  dependencies 

Other  sterling  countries,  trade  with: 

United  Kingdom 

Other  sterling  countries 

United  Kingdom  dependencies 


D. 


Exports,  %  trade 


1937 


43 
14 

9 
30 

20 

7 
5 

45 

12 
4 


Avg. 
1950-1953 


45  + 
10^ 

14  + 
33- 

28  + 
9 

7 

34- 
13  + 

8 


Imports,  %  trade 


1937 


36 
9 

7 
24 

27 

7 
5 

38 
13 
15 


Avg. 
1950-1953 


39- 

9- 

16 

24 

21 V2 
11- 

36  + 
13  + 
12 


source:  Calculated  from  International  Monetary  Fund,  International  Financial 
Statistics. 

tion  of  United  Kingdom  imports  from  these  countries  did  not  rise.  Per- 
haps a  decline  in  Britain's  competitive  position  is  suggested  by  the  failure 
of  the  proportion  of  United  Kingdom  dependency  imports  from  the 
United  Kingdom  to  rise  substantially.  A  similar  generalization  may  be 
relevant  for  the  reduction  of  imports  by  other  sterling  countries  from  the 
United  Kingdom,  and  the  large  relative  decline  of  exports  from  other 
sterling  countries  to  the  United  Kingdom  may  be  explained  in  part  by 
the  intense  demand  and  the  availability  of  foreign  currencies  in  the 
United  States.35 

The  method  of  balancing  accounts  of  the  EPU  is  given  well  in  a 
summary  by  the  IMF.  Through  provision  of  credits  by  the  United  States 
and  by  individual  members  and  provision  of  dollars  and  gold  by  debtors, 
the  accounts  are  balanced.36  It  will  be  noted  that  Germany,  Belgium, 
Luxemburg,  and  Switzerland  were  the  large  creditors  and  France,  Italy, 
Turkey,  Greece,  and  the  United  Kingdom,  the  largest  debtors.  The 
situation  was  roughly  similar  in  April,  1955,  though  the  cumulative 
deficit  and  surplus  had  risen  to  almost  $2,900  million. 

35  The  reader  should  note  that  the  losses  of  the  United  Kingdom  seem  greater  when 
trade  is  viewed  from  the  outside  (e.g.,  other  sterling  countries)  than  when  the  com- 
parison is  made  from  the  viewpoint  of  the  United  Kingdom.  The  explanation  of 
this  fact  lies  in  the  reduced  relative  importance  of  United  Kingdom  trade. 

36  International    Monetary    Fund,    International    Financial    Statistics,    June,    1954. 
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In  the  spring  of  1954,  it  was  agreed  that  the  EPU  would  be  extended 
until  June,  1956;  provisions  were  made  for  settling  outstanding  debts, 
for  providing  credits  in  the  future,  for  changing  the  proportions  paid  by 
debtors  in  gold  from  50  to  60  per  cent,  for  a  20  per  cent  rise  of  quotas, 
and  for  preparations  for  a  new  organization  to  serve  under  converti- 
bility.37 

Again  in  July,  1955,  a  new  accord  was  reached.  In  addition  to  $261 
million  available  to  the  Fund,  the  contracting  parties  were  to  make 
$328  million  additional  available.  This  agreement  was  based  on  the 
theory  that  multilateralism  was  on  its  way  and  that  credits  should  be 
available  to  bolster  members  once  convertibility  was  attained.38 

Considering  that,  in  order  to  maintain  a  high  and  stable  level  of  trade  and 
liberalization  between  the  contracting  parties  as  well  as  of  employment  in  their 
respective  countries — bearing  in  mind  the  need  for  their  internal  financial 
stability — while  facilitating  a  return  to  full  multilateral  trade  and  convertibility, 
it  is  desirable  that  upon  the  termination  of  the  Agreement  for  the  Establish- 
ment of  a  European  Payments  Union  a  source  of  credit  should  be  established 
which  could  be  called  upon  by  all  contracting  parties. 

In  1954  and  1955,  the  growth  of  intra-European  trade,  both  relatively 
and  absolutely,  continued.  In  part  this  was  the  result  of  liberalization 
of  imports  under  the  guidance  of  the  OEEC  and  the  EPU.  It  is  hoped 
that,  when  convertibility  comes,  this  liberalization  will  continue  and  that 
any  restrictions  required  by  countries  with  convertible  currency  will  not 
be  followed  by  restrictions  elsewhere.  The  convertibility  issue  is  dis- 
cussed in  a  later  chapter.  But  here  note  that  the  EPU  or  the  proposed 
European  Monetary  Agreement  of  1955  (EMA)  would  restrain  com- 
petitive restrictions  even  as  progress  was  made  toward  the  goal  of 
convertibility.39 

The  International  Bank  for  Reconstruction  and  Development  (IBRD) 
and  Expansion  of  Trade 

How  is  trade  to  be  expanded?  The  IBRD  was  supposed  to  promote 
expansion,  but  it  has  failed  to  do  so.  Its  total  loans  outstanding  after 
almost  ten  years  of  operation  amounted  to  only  $1.5  billion,  a  very  small 
percentage  of  trade  during  these  years.  Here  again  inadequacy  of  re- 
sources was  of  importance.  The  manner  of  operation  of  the  Bank  is  also 
of  some  significance.  The  IBRD  sets  certain  criteria  before  making  a 
loan.  Is  the  loan  likely  to  be  repaid?  Are  local  resources  being  exploited 

37  International  Monetary  Fund,  International  Financial  News  Survey,  July  16, 
1954,  pp.  18-19. 

38  Organization  for  European  Economic  Cooperation,  European  Monetary  Agree- 
ment, August,  1955,  p.  5. 

39  Seventh  Report  of  the  OEEC,  Economic  Expansion  and  Its  Problems,  1956,  pp. 
45-48. 
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adequately?  Have  alternative  sources  of  capital  been  adequately  con- 
sidered? Is  the  proposed  project  one  that  is  sufficiently  high  on  the 
scale  of  needs  of  the  borrowing  country?  And  is  it  one  that  can  be 
carried  through?  The  IBRD  also  seems  hostile  to  government  enterprise 
and  is  not  in  favor  of  social-service  loans.40 

In  considering  these  criteria,  the  officials  of  the  Bank  take  into  account 
the  effects  of  the  loan  on  the  balance  of  payments,  for  the  financing  of 
the  loan  generally  requires  the  payment  of  dollars.  When  loans  are  made 
to  the  Netherlands  to  purchase  airplanes,  then  the  gain  in  dollars  can 
easily  be  estimated,  but  when  the  funds  are  used  to  improve  the  roads 
of  Colombia,  the  relation  to  exports  and  imports  is  much  more  difficult 
to  estimate.  Aware  that  monetary  and  fiscal  policies  may  also  affect  the 
balance  of  payments,  the  IBRD  is  likely  to  suggest  appropriate  policies 
in  these  areas  or  even  to  reject  applications  for  loans  when  it  seems  that 
domestic  policies  are  likely  to  result  in  international  disequilibrium. 

Adequate  financing  of  loans  involves  an  assurance  not  only  that  the 
project  would  yield  appropriate  returns  at  home  but  also  that  transfers 
of,  say,  pesos  into  dollars  could  be  consummated.  For  example,  in  the 
consideration  of  domestic  profitability,  the  IBRD  time  and  again  urged 
upon  governments  adequate  public-utility  rates  which  would  ensure  the 
amortization  of  public-utility  loans.  The  Bank  even  proposed  that  rates 
be  high  enough  so  that  in  this  manner  much  of  the  required  capital  be 
obtained  from  users  of  the  services  through  high  prices.  But  high 
proceeds  at  home  are  not  enough.  It  is  also  important  to  consider  the 
probable  trend  in  the  balance  of  payments  and  the  effects  of  the  con- 
templated loans  on  this  balance. 

It  is  not  the  policy  of  the  IBRD  to  insist  upon  loans  which  directly 
yield  the  dollars  required  for  financing.  For  the  Bank  generally  seems 
to  realize  that  even  if  a  loan  (say  to  exploit  copper  mines)  yields 
additional  exports,  the  resultant  flow  of  dollars  might  be  squandered  in 
increased  imports  of  luxuries.  It  is  understandable,  then,  why  the  Bank 
lends  a  large  part  of  its  reserves  for  power  and  transportation  facilities 
though  the  direct  effect  on  exports  or  imports  is  not  ascertainable.  But 
it  is  assumed  that  the  gains  of  productivity  will  yield  a  larger  output 
of  export  commodities  and  reduced  imports.  Here,  however,  it  is  neces- 
sary to  take  account  of  the  effects  of  higher  incomes  on  imports  and 
also  on  the  increased  output  at  home  which  absorbs  part  of  the  addi- 
tional purchasing  power  (the  latter  an  anti-inflationary  factor),  and  it 
is  difficult  to  make  such  estimates. 

Once  having  embarked  on  a  lending  policy  largely  to  official  agencies 
or   through   government-guaranteed   loans,   the  IBRD,   controlled   to   a 

40  An  official  history  is  The  International  Bank  for  Reconstruction  and  Development, 
1946-53,  1954,  especially  chap.  5. 
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considerable  extent  by  the  United  States,  has  found  it  necessary  to 
sponsor  a  degree  of  planning  of  investment  and  allocation  of  economic 
resources  that  would  not  be  tolerated  in  this  country.41  Here  again 
the  intervention  of  an  international  agency  modifies  the  employment 
structure  as  compared  with  that  in  the  absence  of  international  lending 
agencies. 

Below  I  quote  an  official  statement  on  the  policies  of  the  IBRD.42 

There  is  one  last  question,  and  by  far  not  the  least,  and  that  is  the  relation- 
ship between  the  types  of  investment  to  be  encouraged  and  the  balance  of  pay- 
ments. It  has  been  assumed  at  the  outset  that  the  purpose  of  any  development 
is  to  improve,  in  the  end,  the  standard  of  living  in  the  country  and  that  could 
best  be  done  by  increased  investment.  However,  it  is  not  enough  to  increase 
production  by  relying  on  foreign  resources.  It  is  important  that  the  servicing  of 
this  investment  be  made  possible.  It  is  not  necessary  to  establish  a  close  rela- 
tionship between  an  individual  investment  itself  and  its  foreign  exchange 
proceeds,  but  it  is  important  that  the  investment  program  as  a  whole  should, 
in  the  end,  not  only  benefit  internal  production  but  also,  to  an  extent,  ultimately 
benefit  the  balance  of  payments.  It  is  not  possible  to  over-emphasize  the  fact 
that  increased  national  income  and  improvement  in  balance  of  payments  are 
not  synonymous.  The  necessity  to  balance,  in  an  investment  program,  its  effect 
on  production  and  its  effect  on  the  balance  of  payment  is  fundamental.  The 
immediate  effect  of  an  increased  investment  program  on  the  balance  of  pay- 
ments is  a  deficit.  It  may  even  be  said,  with  only  slight  exaggeration,  that  the 
definition  of  a  development  loan,  from  the  International  Bank  point  of  view, 
would  be  one  where  the  borrowing  member  could  voluntarily  be  prepared  to 
incur  a  deficit  on  its  balance  of  payments  in  order  to  satisfy  its  investment 
needs.  This  may  go  on  for  a  number  of  years,  and  it  may  go  on  for  a  series 
of  projects,  but  it  is  quite  important  that  in  the  end  the  resulting  benefit 
in  the  aggregate  should  favorably  affect  the  balance  of  payments  as  well  as 
over-all  production. 

In  short,  the  main  purpose  of  any  investment  program  is,  as  has  been 
assumed,  to  increase  the  standard  of  living,  but  in  order  that  this  may  be 
realized  it  is  necessary  that  the  program  be  balanced.  Balanced  development 
would  be  development  which  does  not  endanger  financial  equilibrium;  which 
does  not  entail  depressing  consumption  from  its  existing  level;  which  efficiently 
carries  out  several  purposes  at  once  and  does  not  merely  benefit  one  field  at 
the  expense  of  others;  which  achieves  the  desired  results  without  over- 
burdening the  government  by  its  cost;  which  looks  several  years  ahead,  and 

41  See  especially  E.  R.  Black  (president  of  IBRD):  "Policies  and  Operations  of 
the  World  Bank,"  Lloyd's  Bank  Review,  July,  1953,  and  "The  World  Bank  at  Work," 
Foreign  Affairs,  April,  1952;  International  Bank  for  Reconstruction  and  Development, 
Eighth  and  Ninth  Annual  Reports,  1952-1953  and  1953-1954;  and  Summary  of 
Proceedings,  Annual  Meeting  of  the  Board  of  Governors  of  the  International  Bank 
for  Reconstruction  and  Development,  1951,  1952,  1953. 

42  International  Bank  for  Reconstruction  and  Development,  Fifth  Annual  Meeting 
of  the  Board  of  Governors,  September,  1950,  p.  8. 
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not  merely  in  short  periods  takes  advantage  of  temporary  market  conditions, 
prices  or  restrictions;  and  finally,  which  gives  proper  attention  to  the  need  for 
improving  the  balance  of  payments  at  the  same  time  as  to  the  need  for  in- 
creased production. 

Concentration  on  High-employment  Objectives 

In  our  discussion  above,  we  noted  that  under  the  ITO  charter 
commodity  agreements  would  be  supported  if  substantial  amounts  of 
unemployment  threatened  in  the  absence  of  such  agreements.  It  is  no 
exaggeration  to  say  that  the  objective  of  full  or  high  employment  is  gen- 
erally given  precedence  over  liberalization  of  trade.  It  is  one  thing  to 
assume  no  conflict  between  these  objectives,  but  it  is  another  when,  in 
fact,  there  may  be  conflicts.  With  an  assumption  of  full  employment 
and  hence  concentration  on  the  most  effective  use  of  the  factors  of 
production,  the  classical  economists  could  more  easily  embrace  free 
trade  than  economists  who  remove  this  assumption,  recognize  unemploy- 
ment, and  make  high  employment  an  objective. 

Charters  of  international  agencies  reflect  an  awareness  of  the  problems 
of  employment.  Thus  we  can  explain  the  provision  in  the  Bretton  Woods 
Agreements  which  excludes,  as  a  condition  for  accepting  proposed  re- 
visions of  exchange  rates,  pressures  to  introduce  policies  at  odds  with  the 
social  and  political  objectives  of  a  nation.  The  British  in  particular  made 
it  clear  that  they  were  not  going  to  sacrifice  internal  stability  or  growth 
to  any  international  agreements.  Thus  we  can  account  in  part  for  the 
special  privilege  given  to  underdeveloped  nations  in  the  ITO  and  OTC 
charters:  They  need  help  to  put  to  work  the  unemployed  and  the  under- 
employed. Thus  we  can  also  explain  the  responsibilities  assumed  by  all 
contracting  nations  to  ensure  favorable  economic  conditions  at  home. 
But  the  trade  charters  also  stress  the  point  that  depression  tends  to 
destroy  markets  and  hence  to  discourage  trade-liberalization  programs. 
Here  the  two  objectives  are  compatible.43 

It  [Article  2]  states  that  members  accept  the  view  that  avoidance  of  unemploy- 
ment and  maintenance  of  a  large  and  increasing  volume  of  production  and 
effective  demand  for  goods  and  services  in  each  country  is  not  of  domestic 
concern  alone,  but  is  of  concern  to  and  will  benefit  all  other  countries.  It 
further  states,  however,  that  the  attainment  of  this  objective  must  depend 
primarily  on  internal  measures  taken  by  the  individual  countries.  .  .  . 
As  to  the  commitments  regarding  the  achievement  and  maintenance  of  full 
and  productive  employment,  it  is  made  clear  in  Article  3  itself  that  measures 
to  be  taken  by  a  given  country  in  fulfillment  of  its  commitments  are  to  be  such 
as  it  considers  appropriate  to  its  political,  economic,  and  social  institutions.   .   .   . 

43  Report  on  the  Havana  Charter  for  an  International  Trade  Organization,  pp. 
58-59. 
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In  the  pressure  to  obtain  congressional  approval  of  the  OTC,  the  Eisen- 
hower administration  stressed  the  point  that  this  agency  could  not  adminis- 
ter a  GATT  which,  as  proposed  under  the  ITO  charter,  would  put  full 
employment  as  one  of  its  objectives.  Here  the  ideology  of  the  Republican 
party  seeking  support  for  the  OTC  as  against  that  of  the  Democratic 
party  seeking  support  for  the  ITO  is  relevant.  The  Republican  party  is 
less  concerned  with  full  employment.  But  despite  the  avowal  of  Secre- 
tary Dulles  that  full  employment  is  not  an  objective  of  the  GATT. 
there  is  a  provision  allowing  abnormal  restrictions  on  trade  which  follow 
expansionist  policies  at  home  and  accompanying  rises  of  imports. 


CHAPTER  19 

Economic  Development  and  the  Theory 
of  International  Trade 


The  Larger  Issues 

Adam  Smith  had  written:  "Little  else  is  requisite  to  carry  a  state  to 
the  highest  degree  of  opulence  from  the  lowest  barbarism,  but  peace, 
easy  taxes  and  a  tolerable  administration  of  justice;  all  the  rest  being 
brought  about  by  the  natural  course  of  things."1  This  was  the  general 
view  of  classicists,  though  Malthus  added  the  importance  of  demand,  a 
theme  considered  further  in  recent  literature.  Baster  summarizes  the 
views  of  the  leading  classicist  Viner  as  follows:  The  "general  conclusion 
is  therefore  not  essentially  dissimilar  from  the  classical  position  that 
'good  government'  should  provide  a  suitable  framework  within  which 
the  natural  desires  of  individuals  to  better  themselves  should  have 
maximum  place."2  But  while  we  are  on  the  classical  approach,  Ricardo's 
views  are  of  some  interest.  The  reader  will  note  that  he  held  views  on 
the  association  of  manufacturing  and  high  incomes  that  anticipated 
Bean3  and  the  position  of  many  of  the  underdeveloped  nations.4 

Every  research  into  this  subject  convinces  me  that  trade  should  be  left  per- 
fectly free,  and  that  taxation  should  be  so  managed  as  to  interfere  with  that 
freedom  as  little  as  possible.  Manufactures  and  trade  are  alternately  the  cause 
and  effect  of  wealth.  An  agricultural  nation  without  trade  and  manufactures 
cannot  be  rich,  because  neither  an  individual  or  a  nation  can  be  said  to  be 
rich,  if  it  have  only  food  to  eat.  An  agricultural  nation  might  however  have 
the  command  of  a  great  quantity  of  labour  besides  that  employed  on  the  land, 
which  it  might  expend  on  war,  or  in  supporting  the  rude  ostentation  and 
magnificence  conferred  by  a  great  number  of  retainers.  Such  a  nation  would 

1  J.  Baster,  "Recent  Literature  on  the  Economic  Development  of  Backward  Areas," 
Quarterly  Journal  of  Economics,  1954,  p.  590. 

2  Ibid.,  p.  591. 

3  Bean  had  stressed  the  large  gains  resulting  from  a  shift  to  manufacturing.  See 
L.  Bean,  "International  Industrialization  and  Per  Capita  Income,"  in  National  Bureau 
of  Economic  Research,  Studies  in  Income  and  Wealth  8,  1946,  pp.  122—139. 

4  Ricardo,  vol.  VIII,  pp.  102-103. 
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have  powerful  resources,  and  would  I  think  be  more  than  a  match  for  a 
country  of  the  same  extent  and  fertility  which  was  also  a  manufacturing 
country.  Why  have  we  not  heard  of  any  such  Agricultural  nation?  because 
none  ever  persevere  in  the  course  from  which  they  commence — they  prefer 
manufactures  to  menial  servants — instead  of  a  great  man  having  a  thousand 
persons  about  him  ready  to  obey  his  mandates,  they  are  accumulated  in  work- 
shops manufacturing  his  lace,  his  china  and  his  furniture,  or  they  are  digging 
the  earth  for  the  purpose  of  obtaining  the  precious  metals  of  which  he  is  so 
greedy.  Give  a  country  wealth,  or  let  it  acquire  wealth,  and  it  ceases  to  be 
purely  agricultural,  not  because  there  is  any  thing  which  necessarily  obliges 
it  to  be  any  thing  else,  but  because  with  wealth  a  desire  for  manufactures  is 
excited,  and  this  desire  becomes  a  powerful  stimulus  to  the  accumulation  of 
capital,  in  order  that  the  desire  may  be  gratified.  Even  with  this  desire  for 
manufactures,  a  country  might  continue  to  be  purely  agricultural,  if  by  means 
of  trade,  she  could  in  exchange  for  a  portion  of  her  agricultural  produce 
obtain  a  larger  quantity  of  manufactured  goods,  than,  with  the  capital  em- 
ployed on  the  production  of  such  portion  of  agricultural  produce  as  she  ex- 
ported, she  could  manufacture  at  home. 

It  is  the  accumulation  of  wealth  from  Agriculture  which  first  gives  the 
notion  and  the  means  of  establishing  Manufactures.  Manufactures  in  their 
turn  become  the  cause  of  new  accumulations  of  capital  which  tend  to  pro- 
duce a  fresh  demand  for  labour,  an  increased  population,  and  a  greater  con- 
sumption of  agricultural  produce.  Thus  Agriculture  is  alternately  the  cause  and 
effect  of  manufacturing  industry. 

Many  of  the  neoclassicists  tend  to  minimize  the  advantages  of  in- 
dustrialization. It  is  well  to  recall  Ricardo's  views.  It  is  also  well  to  be 
reminded  by  Gunnar  Myrdal,  a  distinguished  economic  theorist  and 
practitioner,  that  "to  apply  a  general,  and  basically  static,  equilibrium 
theory  of  international  trade  to  these  countries  without  taking  into  con- 
sideration their  actual  estate  of  underdevelopment,  amounts  very  nearly 
to  scientific  fraud."5 

The  objective  of  economic  development  is  generally  not  only  to  raise 
the  real  per  capita  income  of  the  population  but  to  do  so  in  a  much 
I  shorter  time  than  would  be  possible  under  the  free-market  system. 
Hence  it  would  follow  that  the  classical  theory  of  international  trade 
would  be  inadequate  to  deal  with  the  problems  raised  by  these  develop- 
ment programs.  The  fact  that  the  government  has  a  large  part  to  play 
is,  in  itself,  of  crucial  importance,  for  the  greater  the  part  played  by  the 
government,  the  less  the  reliance  on  the  pricing  system.  Indeed  there 
are  differences  of  opinion  concerning  the  desirable  contribution  of  the 
government.  At  one  extreme  there  are  the  views  of  such  writers  as 
Frankel,  who  would  give  the  government  a  most  limited  role,  to  those 
of  Buchanan  and  Ellis  and  officers  of  the  International  Bank,  who  would 

5  G.  Myrdal,  The  International  Economy,  1956,  chap.  13  ( prepublication  proofs). 
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depend  largely  on  the  price  mechanism  and  yet  would  entrust  to  govern- 
ment responsibility  for  appropriate  monetary  and  fiscal  policy,  the  pro- 
vision of  adequate  savings  at  home,  and  even  some  responsibility  for 
feeder  industries  and  social  services,  and  finally  to  the  view  of  the 
experts  of  the  UN,  who  would  demand  of  the  authorities  adequate 
controls  to  ensure  allocations  of  scarce  resources  which  would  yield  a 
balancing  on  international  accounts,  the  required  volume  of  savings 
and  investments,  and  indeed  the  channeling  of  the  investments  in  em- 
ployments consistent  with  the  broad  objectives  of  the  government.6 

It  is  only  necessary  to  catalogue  the  problems  facing  a  country  in- 
dulging in  a  substantial  program  to  realize  the  extent  of  the  intervention 
required  by  government.  A  large  program  means  increased  savings  and 
investments,  for  if  inflation  is  to  be  avoided,  investments  must  not  get 
too  far  out  of  line  with  savings.  Therefore,  measures  must  be  taken  to 
increase  savings,  obtain  capital  and  imports  from  abroad  (the  latter  an 
anti-inflationary  measure),  and  make  sure  that  the  savings  obtained  are 
not  offset  by  additions  to  consumption  resulting  from  higher  incomes.  As 
a  rule,  because  of  the  primitive  state  of  the  capital  market,  the  govern- 
ment must  provide  a  substantial  part  of  the  savings  through  the  use  of 
its  tax  powers. 

In  view  of  the  almost  inevitable4nflationary  pressures  associated  with 
these  programs  inclusive  of  the  rise  of  real  income,  the  authorities  are 
faced  with  serious  balance-of -payments  problems.  The  pressure  to  con- 
serve foreign  exchange  and  to  maximize  receipts  from  foreign  sales  is 
usual,  and  in  turn,  the  need  of  protecting  the  infant  industries  from 
foreign  competition  brings  restrictions  on  trade  which  also  help  solve 
the  general  problem  of  the  balance  of  payments.  But  the  problem  for 
these  governments  is  not  merely  one  of  controlling  domestic  inflation  and 
guarding  the  limited  foreign  exchange,  but  the  much  more  difficult  one 
of  integrating  these  policies.  It  does  little  good  to  conserve  foreign  ex- 
change by  restricting  imports  of  luxuries  if  through  the  absence  of  an 
adequate  savings  and  tax  program  at  home  the  money  that  otherwise 
would  have  been  spent  on  foreign  luxuries  is  spent  instead  on  domestic 
consumption. 

Many  other  reasons  can  be  adduced  for  an  absorbing  interest  of  gov- 
ernment in  the  development  programs.  Just  because  they  are  being 
telescoped  into  a  relatively  few  years,  the  effects  on  the  cultural  pattern 

6  The  International  Bank  seems  especially  reluctant  to  encourage  government 
enterprise  in  underdeveloped  countries.  First,  there  is  the  fear  of  bringing  about 
instability  if  development  proceeds  too  rapidly.  Second,  there  is  the  danger  that 
with  the  government  operating  enterprises  they  would  cut  essential  services.  Hence 
the  IBRD  would  restrict  governmental  enterprise  to  economies  where  capital  and 
management  otherwise  would  not  be  available.  International  Monetary  Fund, 
International  Financial  News  Survey,  Sept.  23,  1955. 
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have  to  be  watched  carefully.  Involved  may  be  public  outlays  for  social 
services,  increased  interest  in  population  problems,  measures  to  ensure 
that  the  workers  are  not  being  exploited  by  their  new  employers,  as- 
surances generally  that  the  gains  are  not  being  excessively  concentrated 
on  a  relatively  few  occupations  or  a  relatively  small  part  of  the  popula- 
tion, and  above  all  a  control  of  the  rate  of  movement  that  takes  account 
of  the  noneconomic  costs  of  development. 

It  is,  of  course,  obvious  that  in  the  light  of  the  degree  of  impairment 
of  the  free  pricing  system,  allocation  on  the  basis  of  comparative  costs 
would  be  of  only  limited  usefulness.  For  example,  this  is  a  theory  that 
assumes  full  employment,  mobility  of  factors  of  production,  and  re- 
sponses of  demand  to  price  cuts;  but  taking  account  of  underemploy- 
ment, immobilities  and  inelastic  supply,  and  demand  conditions  for  the 
products  of  underdeveloped  countries  requires  a  theoretical  framework 
extending  beyond  the  theory  of  comparative  costs. 

Again,  the  relative  absence  of  external  economies  for  the  under- 
developed countries  further  'restricts  the  usefulness  of  the  orthodox 
theory.  In  various  forms,  Singer,  Scitovsky,  and  Nurkse  in  recent  years 
have  dealt  with  this  aspect  of  the  problem.  The  underdeveloped  coun- 
tries cannot  go  very  far  unless  they  can  build  up  the  many  industries 
which  will  make  it  possible  to  achieve  some  of  the  external  economies 
of  more  advanced  countries.  They  are  dependent  on  a  concomitant 
growth  of  industries  to  profit  from  new  techniques  and  also  to  obtain  the 
markets  and  the  rise  of  investment  which  accompanies  a  simultaneous 
growth  of  industries  and  the  rise  of  reciprocal  demand  that  will  make 
possible  competitive  unit  costs.  Here  the  public  authorities  have  a  special 
responsibility  to  stimulate  the  concomitant  growth  of  industries.  More 
on  this  later. 

This  brings  us  to  a  more  general  issue,  namely,  the  inadequacies  of 
static  theory  for  the  solution  of  the  problems  of  underdeveloped 
economies.  The  marginal  analysis  is  unsatisfactory,  for  many  things  are 
changing  at  once.  Hence  it  is  helpful  to  depend  on  linear  programming. 
Professor  Chenery  in  a  stimulating  paper  has  expressed  the  issues  as 
follows:7 

The  main  problem  lies  in  evaluating  the  amount  of  scarce  resources  which  will 
be  actually  required  by  alternative  types  of  production.  For  a  number  of 
reasons,  the  price  system,  which  makes  this  evaluation  fairly  accurate  in 
highly  developed  economies,  is  often  a  rather  unreliable  guide  to  the  de- 
sirability of  investment  of  an  underdeveloped  economy.  Even  when  correc- 
tions have  been  made  for  the  more  obvious  defects  in  prices,  such  as  tariffs 
and  subsidies,  there  remain  two  sets  of  factors  which  make  a  partial  equilibrium 

7  H.  B.  Chenery,  "Development  Policy  in  Underdeveloped  Countries,"  Papers 
and  Proceedings  of  the  American  Economic  Society,  1955,  p.  40, 
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analysis  based  on  existing  prices  very  difficult:  (1)  the  existence  of  structural 
disequilibrium  in  the  use  of  factors  of  production,  with  labor  commonly  under- 
employed and  capital  and  foreign  exchange  rationed;  and  (2)  the  intercon- 
nectedness  of  productive  sectors,  as  a  result  of  which  investment  in  one  may 
make  investment  in  others  more  profitable — often  called  "external  economies." 

In  his  study  of  the  Italian  experience  Chenery  has  presented  a  model 
in  which  among  other  things  he  considers  the  available  resources,  proj- 
ects ranked  according  to  their  marginal  productivities,  returns  on  invest- 
ments, the  effects  on  final  demand  resulting  from  the  increase  of  invest- 
ment and  income,  and  a  comparison  of  the  required  output  in  each  sector 
of  industry  based  on  the  final  demand  and  the  estimated  use  from  pre- 
ceding calculations. 

The  resultant  calculations  are  not  simple,  but  nevertheless  Dr.  Hagen 
points  out  that  the  model  is  of  limited  usefulness  for  the  real  world. 
Chenery  limits  his  objective  to  raising  income  but  does  not  consider 
alternative  objectives  such  as  distribution.  Moreover,  he  limits  his  dis- 
cussion to  only  fourteen  sectors  of  the  economy,  and  his  linear  program- 
ming approach  neglects  the  possibility  of  a  varying  production  function 
except  in  so  far  as  changes  in  the  commodities  produced  affect  the  use 
of  factors.  Nor  is  any  attention  paid  to  the  social  cost  of  the  program.8 

Indeed,  the  linear  programming  approach,  which  allows  consideration 
of  many  of  the  relevant  variables  and  the  effects  of  one  upon  the  other 
as  they  move,  is  a  helpful  attack.  Yet  I  have  grave  doubts  that  the  model 
that  considers  alternative  objectives  and  many  more  factors  than 
Chenery  found  it  convenient  to  deal  with,  even  granting  that  the  re- 
quired facts  become  available,  will  prove  of  great  help  to  the  countries 
that  are  embarking  upon  development  programs.  I  have  in  mind  such 
countries  as  Indonesia,  Pakistan,  and  Chile.  The  models  will  be  alto- 
gether too  complicated;  the  authorities  will  be  unable  to  understand 
them  and  will  certainly  not  be  willing  to  take  the  word  of  the  technical 
experts.  In  the  foreseeable  future  they  will  have  to  be  content  with  much 
simpler  analyses  for  determining  the  most  effective  and  least  disturbing 
use  of  their  limited  resources. 

Comparative  Costs  and  the  Case  for  Development 

Since  World  War  II,  interest  in  economic  development,  which  we 
may  define  crudely  and  inadequately  as  a  program  for  increasing  the' 
standard  of  living  in  underdeveloped  countries  within  a  relatively  short; 
time,  has  quickened.  This  concentration  on  economic  development  raises 
many  questions  not  easily  related  to  the  orthodox  theory  of  international 
trade. 

8  Ibid.,  pp.  40-57,  and  E.  E.  Hagen,  Papers  and  Proceedings  of  the  American 
Economic  Society,  1955,  pp.  74-77. 
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According  to  this  theory  each  country  should  favor  employments  for 
exports  in  which  it  has  a  comparative  advantage.  In  general,  then,  the 
underdeveloped  countries  should  favor  the  exploitation  of  natural  re- 
sources, and  the  developed  countries  manufacturing.  In  exporting  capital 
to  the  underdeveloped  countries,  the  developed  countries  tend  to  stim- 
ulate the  exploitation  of  natural  resources  and,  at  least  until  recent  years, 
not  to  nurture  manufacturing  industries. 

But  it  has  been  recognized  for  a  long  time  even  in  classical  economics 
that  some  countries  gain  an  advantage  in  some  industries  merely  because 
they  develop  these  industries  at  an  early  stage.  Hence  a  potential  com- 
petitor seeks  aid  through  tariffs,  subsidies,  etc.,  in  order  to  overcome 
the  advantage  held  by  older  countries  by  virtue  of  their  primacy.  It  is 
not  at  all  clear,  for  example,  that  if  we  were  starting  de  novo,  New 
England  would  harbor  the  textile  industry.  Yet  its  early  establishment 
in  New  England  has  enabled  this  region  to  maintain  a  leading  position 
for  a  century. 

Professor  Nurkse,  in  an  excellent  volume  on  underdeveloped  econ- 
omies, has  contended  that  protection  of  the  domestic  industries  will  do 
little  good.  The  difficulties  of  these  countries  lie  in  low  productivity,  in- 
adequate capital,  and  impoverished  markets.  But  surely  there  are  many 
industries  where  a  competitive  position  may  be  established  even  with 
only  moderate  markets;  once  the  industry  is  given  an  opportunity  to 
advance,  capital  will  move  in.  This  argument  may,  of  course,  be  carried 
too  far  when  markets  are  small  and  large  producing  units  are  required.9 
The  test  comes  later  when  the  crutch  of  restrictionism  is  removed. 

The  postulates  of  nineteenth-century  economics  no  longer  hold.  There 
is  no  gold  standard  generally,  movements  of  exchange  rates  are  used  to 
influence  economic  activity,  resources  move  with  difficulty,  and  there  are 
numerous  currency  blocs.  A  United  Nations  study  includes  the  follow- 
ing:10 

Egyptian  experience  points  to  several  tests  of  sound  tariff  policy.  The  first 
is  that  duties  should  be  imposed  selectively  rather  than  generally,  to  provide 
relief  from  competition  only  to  those  industries  which  show  prospects  of 
ultimately  being  able  to  surmount  the  obstacles  keeping  their  average  costs 
high  or  otherwise  retarding  their  development.  Where  there  are  idle  factors 
of  production,  however,  the  case  for  protection  becomes  stronger.  If,  for  ex- 
ample, because  of  the  existence  of  under-employed  manpower  in  the  rural 
areas,  the  real  cost  to  the  community  of  increasing  industrial  output  were 
relatively   low   and   in   consequence   the   ratio  between  money  cost  and  real 

9  R.  Nurkse,  Problems  of  Capital  Formation  in  Underdeveloped  Countries,  1953, 
pp.  107-109. 

10  United  Nations,  Processes  and  Problems  of  Industrialization  in  Under-developed 
Countries,  1955,  p.  66. 
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cost  appreciably  higher  in  industry  than  in  agriculture,  a  uniform  degree  of 
customs  protection  accorded  to  all  secondary  industries  that  revealed  poten- 
tialities for  development  would  probably  lead  to  a  better  utilization  of  domestic 
resources  without  any  undue  interference  with  the  international  division  of 
labour.  In  terms  of  the  principle  of  comparative  costs,  moreover,  the  extremely 
low  marginal  productivity  of  labour  in  agriculture  tends  to  make  it  advan- 
tageous for  such  a  country  to  divert  resources  to  other  activities,  including 
secondary  industry,  even  in  the  relatively  inefficient  form  of  handicraft  produc- 
tion, which  might  require  a  fairly  high  degree  of  protection  from  the  com- 
petition of  more  highly  mechanised  concerns  in  industrial  countries. [11] 

Planners  in  underdeveloped  countries  are  impressed  by  arguments 
of  this  kind  on  behalf  of  protectionism.  But  even  more,  they  are  intent 
upon  development,  especially  in  manufacturing,  because  they  are  de- 
pendent upon  a  few  products  for  a  large  part  of  their  income.  In  1951 
to  1953,  more  than  95  per  cent  of  Venezuela's  exports  was  in  petroleum 
products,  83  per  cent  of  Colombia's  in  coffee,  66  per  cent  of  Brazil's  in 
coffee,  63  per  cent  of  Bolivia's  in  tin.12  Most  of  the  underdeveloped 
countries  are  greatly  dependent  on  trade  not  only  for  employment  but 
also  for  the  acquisition  of  essential  raw  materials,  foods,  capital  goods, 
and  services.  The  danger  of  relying  upon  a  few  products  for  a  sub- 
stantial part  of  their  income  and  tax  receipts  and  for  the  acquisition  of 
dollars  or  gold  and  hence  of  imports  lies  in  the  fact  that  risks  are  too 
concentrated,  especially  when  export  values  are  very  sensitive  to  income 
movements  abroad.  For  example,  in  the  early  fifties  Latin  America  de- 
pended upon  the  United  States  and  Canada  for  the  purchase  of  60  to  70 
per  cent  of  her  exports.  In  the  thirties,  Latin  America  suffered  from  a 
decline  of  prices  of  primary  products  in  the  United  States  of  55  per  cent. 
Hence  the  effects  of  a  substantial  depression  in  the  United  States  could 
easily  be  envisaged.  According  to  a  UN  study,  from  1922  to  1948  annual 
fluctuations  of  import  prices  into  the  United  States  varied  from  10  to  20 
per  cent  per  year,  that  is,  from  year  to  year.  The  variations  in  import 
prices  averaged  27  per  cent  within  the  year  in  the  fifty  years  1901  to 
1950.13 

It  is,  however,  not  only  instability  that  interests  the  underdeveloped 
countries.  They  are  also  concerned  with  the  low  average  income  of  their 
people.  According  to  Spengler,  the  rates  of  income  per  capita  of  the 
richest  countries  had  risen  from  five  times  over  that  of  the  least  ad- 
vanced countries  before   1800  to  perhaps  forty  times  today.14  Myrdal 

11  For  other  defenses  of  protective  measures,  see  Myrdal,  loc.  cit.,  and  Professor 
Trillin  in  Hearings  of  the  Subcommittee  of  Joint  Committee  on  Economic  Report 
on  Foreign  Policy,  1955,  p.  134. 

12  From  International  Monetary  Fund,  International  Financial  Statistics. 

13  United  Nations,  Commodity  Trade  and  Development,  pp.  7-14. 

14  In  Williamson  and  Buttrick,  Economic  Development,  1954,  p.  102. 
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points  out  that  despite  more  favorable  terms  of  trade,  productivity  has 
risen  more  in  developed  than  in  underdeveloped  countries.  He  also  notes 
that  the  large  rise  in  food  production  since  the  prewar  period  has  been 
in  North  America  and  the  major  industrial  gains  have  also  occurred  in 
the  West.  In  fact,  despite  the  large  gains  of  the  West,  the  average  stand- 
ard of  living  in  the  world  is  lower  than  in  1900. 15  According  to  an  offi- 
cial estimate,  the  prewar  per  capita  annual  income  in  developed  coun- 
tries was  $461;  in  intermediate  countries,  $154;  and  in  underdeveloped 
countries,  $41. 16  As  of  1949,  the  high-income  countries  with  $915  of  in- 
come per  head  accounted  for  67  per  cent  of  the  world's  income  and  but 
18  per  cent  of  the  population.  The  67  per  cent  of  the  population  in  low- 
income  countries  had  a  per  capita  income  only  6  per  cent  of  that  of  high- 
income  countries  and  but  15  per  cent  of  world  income.17 

With  the  great  advances  of  communication,  the  peoples  of  the  im- 
poverished countries  are  conscious  of  their  relatively  low  standards  and 
impatient  to  bridge  the  gap  between  their  standards  and  others.  There 
is  great  pressure  to  raise  consumption  standards.  The  low-income  coun- 
tries try  to  emulate  the  high-income  group  in  their  command  of  med- 
icine (the  expectation  of  life  is  sixty-three  years  for  the  developed  coun- 
tries and  forty  years  for  the  others),  of  durable  consumers'  goods  (111 
motor  vehicles  per  1,000  as  against  1  for  the  underdeveloped  countries), 
etc.18  Authorities  in  these  countries  have  been  fed  many  statistics  show- 
ing that  those  countries  with  a  large  percentage  of  their  population  in 
agriculture  have  low  incomes  and  those  with  a  large  percentage  in 
industry  have  high  incomes.  Thus  in  a  well-publicized  estimate,  Dr.  Bean 
contended  that  if  the  agricultural  working  population  were  reduced 
from  60  to  40  percentage  points  in  twenty  countries  with  excess  agri- 
cultural population,  their  per  capita  income  of  $70  from  1925  to  1934 
would  be  raised  by  170  per  cent,  or  to  $190.19 

Some  Gains  and  Losses 

It  is  possible  to  be  overimpressed  by  the  association  of  a  high  per- 
centage of  workers  in  manufacturing  and  high  average  incomes.  Pro- 
fessor Viner  has  argued  eloquently  that  the  difference  in  incomes 
between  agricultural  and  industrial  countries  may  be  explained  by  un- 
derestimates of  income  in  the  former  (e.g.,  services  received  and  not 
included  in  income  estimates)  and  especially  by  the  greater  over-all 
productivity  in  countries  concentrating  on  manufacturing — their  high  pro- 

15  Myrdal,  op.  cit.,  chaps.  1,  11,  and  13. 

16  Department  of  State,  Point  Four,  1949,  pp.  17,  86-109. 

17  National  and  Per  Capita  Incomes  in  70  Countries,  1949  ( quoted  by  Nurkse, 
op.  cit.,  p.  63). 

18  Department  of  State,  op.  cit. 

19  Bean,  op.  cit.,  pp.  123,  141-143. 
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ductivity  prevails  also  in  agriculture.20  Buchanan  and  Ellis  have  argued 
along  the  same  lines  against  Bean.  The  low  incomes  of  agricultural 
countries  are  due  to  many  factors  inclusive  of  low  productivity,  they 
hold,  and  the  low  proportion  of  industrial  workers  may  stem  mainly 
from  low  productivity  instead  of  vice  versa.21 

But  the  answer  is  not  so  simple  as  the  one  implied  by  these  authori- 
ties. It  is  important  to  take  into  account  aggregate  employment  and  its 
structure.  Orthodox  economics,  with  its  emphasis  on  the  allocation  of 
economic  factors,  did  not  allow  for  the  effects  of  given  policies  on  em- 
ployment. It  may  well  be  that  the  developed  countries  have  higher  in- 
comes in  part  because,  through  manufacturing  and  associated  service 
industries,  they  absorb  excess  labor  from  agriculture.  In  one  under- 
developed country,  it  has  been  estimated  that  25  per  cent  of  the  labor 
force  could  be  removed  from  agriculture  without  any  reduction  of  out- 
put. Obviously,  if  the  displaced  labor  could  be  absorbed  in  manufactur- 
ing and  services,  incomes  would  rise.  Many  of  the  underdeveloped  coun- 
tries suffer  from  much  unemployment  and  from  the  low  incomes  of 
many  workers  who  contribute  little  to  output  (disguised  unemploy- 
ment). Hence,  if  through  a  program  of  development  and  industrializa- 
tion, productivity  increases  in  agriculture  and  mining  so  that  additional 
workers  are  released  and  employment  in  industry  rises,  there  would  be 
a  net  gain  of  income.  (Techniques  improve,  and  the  less  productive 
rural  workers  are  released. )  It  is  probably  true,  as  has  been  argued,  that 
with  no  excess  of  labor  in  agriculture,  the  improvements  must  come  first 
in  agriculture.  When  excess  labor  is  to  be  found  in  agriculture,  indus- 
trialization must  attract  the  excess  of  labor  from  agriculture.  As  employ- 
ment rises  in  the  new  or  growing  industries,  they  purchase  from  one 
another  and  thus  increase  the  market.  Over  a  period  of  eight  years  in 
Latin  America  (1945  to  1953),  the  gross  national  output  rose  in  stable 
dollars  by  more  than  50  per  cent.  The  major  part  of  the  increase  was 
accounted  for  by  a  rise  of  employment  in  manufacturing  and  related 
industries  of  somewhat  less  than  20  per  cent,  and  these  were  the  high- 
paying  industries.  What  is  more,  the  largest  gains  occurred  in  the  coun- 
tries with  ambitious  development  programs.22 

From  this,  it  follows  that  a  protectionist  policy  may  be  advocated  for 
an  underdeveloped  country  which  introduces  protection  in  order  to  in- 
crease employment,  general  demand,  and  a  shift  of  employment  to  more 
productive  industries  and  hence  greater  development.  Of  course,  the 
penalty  is  incurred  of  increasing  costs  (temporarily  at  least)  over  those 
of    alternative    products    that    otherwise    would    have    been    imported. 

20  J.  Viner,  International  Trade  and  Economic  Development,  1952,  pp.  63—70. 

21  Buchanan  and  Ellis,  Approaches  to  Economic  Development,  1955,  pp.  260-261. 

22  United  Nations,  Economic  Survey  of  Latin  America,  1953,  p.  23. 


296  Some  Aspects  of  Adjustment 

Against  this  additional  cost,  we  weight  the  increase  of  income  associated 
with  a  rise  of  employment,  the  higher  average  income  of  each  employed 
worker,  and  the  gains  of  diversification  and  stability.  These  are,  of 
course,  not  the  only  costs  of  the  development  program.  Frequently  and 
even  typically  these  programs  involve  an  expansion  at  a  rate  beyond 
that  given  by  available  savings.  Again  using  Latin  America  as  an  ex- 
ample, domestic  savings  over  the  years  1945  to  1953  seemed  to  equal 
only  30  to  40  per  cent  of  the  value  of  investments.  Development  pro- 
grams, let  us  note,  require  large  investments,  because  the  emphasis  is 
on  new  industries  and  often  those  that  require  much  capital.  This  excess 
of  investment  over  available  savings  is  inflationary.  The  resultant  infla- 
tion is  costly,  bringing  as  it  does  reduced  voluntary  savings,  excessive 
diversions  of  capital  to  unproductive  employments  and  unfortunate 
effects  on  distribution. 

Inflation  spawns  uncertainty  and  increased  risks  and  hence  stimulates 
investments  in  real  estate  and  inventories,  in  domestic  industries,  where 
price  competition  is  less  severe  than  in  export  industries,  and  in  indus- 
tries not  vulnerable  to  inflation,  such  as  those  with  large  fixed  plant,  and 
in  general  discourages  such  risky  investments  as  new  industrial  plants. 
Furthermore,  in  so  far  as  the  unorganized  many  are  squeezed  by  infla- 
tion, the  marginal  consumption  industries  are  discouraged.23 

Both  the  inflation  and  the  rapid  expansion  of  income  also  raise  serious 
problems  in  the  balance  of  payments.  Thus  in  the  years  1945  to  1953, 
the  gross  national  product  (GNP)  rose  three  times  as  much  in  Latin 
America  as  in  the  United  States,  and  on  top  of  that  Latin  America  had 
experienced  a  rise  of  prices  of  more  than  500  per  cent  from  1938  to 
1953  (each  country's  prices  weighted  by  GNP),  or  seven  to  eight  times 
as  much  as  its  chief  trading  partner,  the  United  States.  In  these  circum- 
stances, the  effects  on  the  balance  of  payments  are  likely  to  be  serious. 
With  relatively  higher  real  incomes  the  underdeveloped  countries  tend 
to  increase  purchases  abroad  and  sell  less.  If  the  monetary  inflation  had 
been  offset  by  a  corresponding  depreciation  of  the  exchanges,  then  the 
deterioration  in  international  accounts  associated  with  inflation  might 
have  been  greatly  reduced,  if  not  eliminated.  But  in  major  countries 
with  prices  up  four  to  twelve  times  as  much  as  in  the  United  States,  the 
average  price  of  the  dollar  rose  by  100  per  cent  or  less.24 

In  the  process  of  industrializing,  aside  from  the  increase  of  income, 
the  pressure  on  imports  tends  to  rise.  The  secondary  industries  compete 
for  factors  of  production,  credit,  etc.,  while  exports  consist  largely  of 

23  United  Nations,  Processes  and  Problems  of  Industrialization  in  Under-developed 
Countries,  p.  54. 

24  Cf.  S.  E.  Harris,  Inter-American  Trade:  Measures  for  Its  Expansion,  for  the 
meeting  of  the  Organization  of  American  States,  Rio  de  Janeiro,  1954,  pp.  70-72, 
87-89. 
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primary  products.  With  the  manufacturing  industries  favored  and  the 
export  industries  facing  new  competition  and  suffering  from  discrimina- 
tion and,  even  if  in  an  expansive  state,  subject  to  inelastic  demand,  the 
effects  on  the  balance  of  payments  are  likely  to  be  adverse. 

Economic  Development  and  Factor  Movements 

Programs  for  economic  development  arise  as  a  result  of  large  differ- 
ences in  standards  of  living  between  developed  and  underdeveloped 
countries.  Classical  theory  recognized  these  differences  and,  empha- 
sizing the  sluggish  movement  of  capital  and  labor  among  countries, 
accepted  the  fact  of  varying  standards  of  living.  The  movement  of  com- 
modities was  held  to  be  a  substitute  for  that  of  factors  of  production. 
But  in  the  nineteenth  century  large  movements  of  capital  and  population 
occurred,  in  this  manner  tending  to  reduce  the  differences  in  standards. 
In  the  first  half  of  the  twentieth  century,  however,  the  equalizing  tend- 
encies were  obstructed  by  the  reduced  flow  of  capital  and  labor.  Restric- 
tions on  migration  in  Western  Europe  and  severe  restrictions  on  immi- 
gration into  the  Americas  as  well  as  a  tendency  for  capital  movements 
in  the  second  quarter  of  the  twentieth  century  to  become  less  important 
— these  contributed  to  the  widening  gap  in  standards  of  living.  Another 
factor  of  great  importance  was  the  rapid  rise  of  population  in  some  of 
the  underdeveloped  regions.  Thus  the  annual  increase  for  the  world 
was  9  per  thousand  from  1920  to  1950.  But  in  Latin  America  the  figure 
was  19,  in  Japan  14,  in  Africa  13,  and  Southeast  Asia  ll.25  By  World 
War  II  the  United  States  had  become  the  great  creditor  nation,  but  in 
eight  postwar  years  her  private  credits  amounted  only  to  one-tenth. to 
one-fifteenth,  relative  to  income,  of  those  given  by  the  United  Kingdom 
from  1905  to  1913.  Finally,  trade  tended  to  be  increasingly  restricted  and 
to  that  extent  tended  to  aggravate  differences  of  income  levels. 

Perhaps  an  additional  comment  should  be  made  about  the  population 
problem.  Fertility  rates  are  high  in  the  underdeveloped  countries,  and 
one  of  the  first  effects  of  development  is  likely  to  be  a  reduction  in  death 
rates.  At  best  it  takes  time  to  reduce  the  fertility  rates,  and  the  institu- 
tional difficulties  are  serious  indeed.  Large  population  increases  mean 
that  the  development  programs  are  spent  primarily  in  taking  care  of 
more  people,  not  in  raising  standards  of  living.  Competent  medical 
opinion  seems  to  hold  that  there  is  no  known,  "harmless,  simple  or  low 
cost  method  today  [1  to  5  cents  per  week]  with  which  we  can  apply 
fertility  control."  After  a  review  of  the  problem,  Buchanan  and  Ellis 
conclude:  "All  these  considerations  suggest  a  moderately  pessimistic 
conclusion  as  to  the  probable  relation  between  the  output  potential  and 

25  J.  S.  Spengler,  "Demographic  Patterns,"  in  Williamson  and  Buttrick,  op.  cit., 
p.  88. 
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the  population  potential  in  the  underdeveloped  areas  over  the  near 
future."26 

According  to  Myrdal,  in  parts  of  Asia  and  Africa,  the  death  rate  has 
fallen  by  one-half  since  the  prewar  period.  With  a  slow  response  of 
birth  rates,  a  catastrophic  result  can  be  averted  only  through  rapid 
economic  development.  The  Western  nations  were  fortunate  in  expe- 
riencing a  fall  in  death  rate  prior  to  the  major  industrialization.27 

With  such  rapid  rises  in  population,  with  severe  immigration  laws 
in  Western  countries  and  deficient  capital  movements,  the  net  result  is  a 
tendency  for  the  standard  of  living  to  fall  relatively  and  at  times  abso- 
lutely in  the  underdeveloped  countries. 


In  the  nineteenth  century  capital  exports  were  devoted  primarily  to 
stimulating  the  exploitation  of  natural  resources.  That  is  to  say,  the 
British  wanted  cheap  food  and  raw  materials,  and  British  investments 
paid  a  large  social  dividend  in  that  the  British  profited  from  cheaper 
imports.  What  is  more,  the  effectiveness  of  the  movements  was  strength- 
ened by  the  concomitant  migration  of  people,  often  with  the  same  social 
and  cultural  patterns.  Alongside  the  highly  productive  export  industries 
in  underdeveloped  countries  made  possible  by  foreign  capital,  other  em- 
ployments often  continued  scarcely  touched  by  the  productive  export 
industries.  In  this  instance  the  interest  of  the  British  private  investors, 
who  sought  the  highest  return  and  found  it  in  investing  in  the  exploita- 
tion of  natural  resources  with  guaranteed  markets  in  the  developed 
countries,  was  one  with  the  British  national  interest.  But  this  was  not  the 
pattern  of  investment  necessarily  desired  by  the  capital-importing  na- 
tions. Furthermore,  once  British  investments  became  excessive  in  that 
trade  did  not  accommodate  itself  to  the  export  of  capital  and  hence 
restrictive  monetary  policies  and  unemployment  followed,  Keynes  pro- 
tested vigorously,  and  increasingly  the  United  Kingdom  and  other  coun- 
tries checked  the  outflow.28 

Let  us  return  to  the  underdeveloped  countries  of  today.  The  occasion 
for  investing  in  them  and  the  gains  to  be  had  are  different  from  those  in 
the  pre- World  War  I  period. 

By  undertaking  vast  development  programs,  the  underdeveloped 
countries  were  modifying  the  comparative-cost  structure  and  also  disre- 
garding it.  In  order  to  develop,  it  was  necessary  to  increase  investments 
greatly,  for  development  meant  new  industries,  more  productive  old 
industries,  and  shifts  of  population  from  the  farms  to  the  cities.  In  turn 

26  Buchanan  and  Ellis,  op.  cit.,  p.  16;  cf.  pp.  92-116.  Cf.  S.  Raushenbush,  People, 
Food,  Machines,  1950. 

27  Myrdal,  op.  cit.,  chap.  12. 

28  See  especially  J.  M.  Keynes,  Treatise  on  Money,  1930,  vol.  I,  chap.  21;  Essays 
in  Persuasion,  1931,  pp.  253-257;  and  Macmillan  Report,  1931. 
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this  meant  large  outlays  for  economic  overhead,  e.g.,  power  and  trans- 
portation, and  also  for  social  overhead,  e.g.,  education  and  health.  Aside 
from  the  overhead  outlays,  it  was  necessary  to  provide  capital  for  the 
new  workers  in  the  factories  and  to  increase  productivity  directly  in  old 
employments. 

Emphasis  was  put  especially  on  the  provision  of  capital.  But  private 
capital  sent  to  underdeveloped  countries  in  the  first  ten  postwar  years 
did  not  greatly  exceed  $1  billion  a  year.  Estimates  of  the  annual  amount 
of  foreign  capital  needed  (admittedly  the  most  provisional  estimate) 
varied  from  $13.9  billion  by  a  group  of  UN  experts  to  $4.1  billion  by  a 
Food  and  Agricultural  Organization  group,  and  another  estimate  based 
on  the  need  of  reducing  agricultural  employment  in  underdeveloped 
areas  by  20  percentage  points  over  a  period  of  fifty  years  reveals  an 
annual  requirement  of  $7  billion  of  foreign  capital  in  early  years.29 

Against  annual  outflows  of  $1  billion  to  underdeveloped  countries, 
the  Committee  on  Economic  Development  suggested  that  from  $0.5 
billion  to  $1.5  billion  additional  was  required  each  year,  the  money  to 
be  channeled  to  transportation  and  other  areas  where  private  capital 
was  not  disposed  to  go.  Dr.  Thorpe,  former  State  Department  aide,  would 
depend  largely  on  public  grants  and  criticized  Secretary  Humphrey  for 
claiming  that  private  capital  could  do  the  job.30  Myrdal  notes  that  $10 
billion  of  aid  would  equal  less  than  15  per  cent  of  the  defense  budgets 
of  developed  countries  and  that  a  United  Nations  fund  of  $3  billion, 
which  had  been  proposed,  would  amount  to  less  than  1  per  cent  of  the 
income  of  the  advanced  nations.  But  these  countries  were  not  prepared 
to  contribute  $250  million.31 

However,  we  should  not  underestimate  the  obstacles  to  investing  in 
poorer  countries.  It  is  difficult  to  measure  costs,  prices,  and  markets. 
Entrepreneurship  is  often  not  a  highly  valued  activity.  External  econ- 
omies, e.g.,  transportation,  may  not  be  available.  Markets  may  be  too 
small.  With  a  limited  number  of  exports,  risks  are  large.  Domestic  sav- 
ings are  limited.  Monetary  systems  are  unstable.  In  addition,  many  ob- 
stacles are  introduced  by  relevant  governments.32 

In  an  interesting  paper,  Dr.  Aubrey  lists  high  costs,  limited  markets, 
tariffs   and  malallocation,  lack  of  innovating  entrepreneurs  and  skilled 

29  United  Nations,  Measures  for  Financing  Economic  Development  of  Under- 
developed Countries,  1951,  pp.  52-76;  and  S.  E.  Harris,  Foreign  Aid  and  Our 
Economy,  pp.  40-41. 

30  Committee  on  Economic  Development,  Economic  Development  Abroad  and 
the  Role  of  American  Foreign  Investment,  February,  1956,  p.  31,  and  Senate  Hear- 
ings on  Technical  Assistance,  1955,  pp.  167-170. 

31  Myrdal,  op.  cit.,  chap.  9. 

32  See  the  interesting  discussion  by  G.  Aubrey,  "Investment  Decisions  in  Under- 
developed Countries,"  in  Capital  Formation  and  Economic  Growth,  1955,  pp.  397- 
440. 
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labor,  and  the  use  of  high-cost  methods  as  obstacles  to  capital  formation 
in  underdeveloped  countries.  The  United  States  government  also  stresses 
the  great  difficulties  involved  in  obtaining  an  adequate  number  of 
technicians.33 

An  official  commission  estimated  that  in  order  to  maintain  a  rate  of 
growth  of  3.3  per  cent  in  average  real  per  capita  income  in  Latin  Amer- 
ica (the  rate  achieved  from  1946  to  1953),  gross  annual  investments  of 
20  per  cent  of  income  would  be  required,  but  in  1953  savings  were  only 
14  per  cent  of  income.  Hence  capital  equal  to  6  per  cent  of  income,  or 
$2.8  billion  yearly,  should  be  obtained  abroad.  In  four  recent  years, 
however,  Latin  America  obtained  only  $600  million  annually  from 
abroad,  mostly  from  the  United  States.34 

Under  the  Colombo  Plan,  which  includes  Ceylon,  India,  Burma, 
Pakistan,  Malaya,  and  British  Borneo,  or  about  one-third  of  Asia's  pop- 
ulation, the  six-year  project  for  economic  development  was  to  cost  $5.2 
billion.  Approximately  60  per  cent  was  to  be  financed  from  external 
funds.  According  to  the  governor  of  the  Bank  of  Pakistan,  this  program, 
largely  used  to  develop  agriculture  (one-third),  transportation  and  com- 
munications (one-third),  social  services  (one-sixth),  and  the  remainder 
for  fuel,  power,  mining,  and  industry,  was  not  a  large  expansion  over 
previous  development,  nor  is  the  program  excessive  relative  to  absorp- 
tive capacities.  On  this  basis,  it  might  be  agreed  that  a  development 
program  of  several  billion  dollars  annually  might  not  be  excessive  once 
the  plans  were  worked  out  sufficiently.  The  contribution  of  the  devel- 
oped countries  might  ultimately  be  $2  billion  to  $4  billion  annually.35 

Early  in  1955  the  British  government  announced  that  £120  million 
annually  would  be  available  to  colonial  governments  for  financing  de- 
velopments in  the  next  five  years.  About  two-thirds  of  the  money  in 
earlier  years  was  raised  locally,  and  about  one-half  was  used  for  social 
services  inclusive  of  education.36  Private  overseas  investment  by  the 
British  from  1952  to  1955  equaled  1  per  cent  of  income,  by  the  United 
States  only  %  of  1  per  cent.37 

In  a  general  way  much  progress  was  made,  e.g.,  new  irrigated  land 
in  Ceylon,  India,  and  Malaya;  doubling  of  electric  power  in  Pakistan; 
1  million  miles  of  irrigation  canals  reconstructed  in  Indonesia.  Never- 
theless in  1953-1954  backward  steps  had  to  be  taken  to  conserve  foreign 

33  Aubrey,  op.  cit.,  and  Senate  Hearings  on  Technical  Assistance,  Subcommittee 
on  Foreign  Relations,  February-March,  1955,  pp.  30-31. 

34  International  Monetary  Fund,  International  Financial  News  Survey,  Nov.  12, 
1954,  p.  157. 

35  Cf.  International  Bank  for  Reconstruction  and  Development,  Seventh  Annual 
Meeting,  Proceedings,  1952,  pp.  47-49,  and  "Colombo  Plan,"  Midland  Bank  Review, 
May,  1955. 

36  Cmd.  9375. 

37  British  Record,  May  23,  1956. 
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exchanges.  Thus  imports  were  restricted,  wage  subsidies  cut,  factors 
moved  from  export  to  local  industries,  and  the  gap  between  resources 
available  and  needed  for  development  tended  to  increase.38 

Estimates  of  need  and  absorptive  power  vary  greatly,  as  these  esti- 
mates suggest.  In  the  early  postwar  period  there  was  a  tendency  to  ex- 
aggerate the  amount  of  capital  that  should  be  exported  to  under- 
developed countries,  for  inadequate  attention  was  paid  to  the  absorptive 
powers.  With  experience,  it  was  discovered  that  in  the  absence  of  ade- 
quate plans  and  trained  personnel  much  of  the  capital  could  be  dissi- 
pated. Hence  the  need  of  gradual  increases  of  exports  of  capital  to 
underdeveloped  countries.  That  profits  were  high  in  the  leading  coun-  I 
tries  and  that  the  most  profitable  investments  in  underdeveloped  coun- 
tries had  been  made  reduced  the  flow  of  capital  from  abroad  and' 
increased  the  pressure  for  grants. 

Official  Provision  of  Capital,  Controls,  and  Deployment  of  Resources 

With  relatively  small  amounts  of  capital  sent  either  by  private  inves- 
tors or  through  government  assistance,  the  underdeveloped  countries 
had  to  prune  their  programs  and  depend  heavily  on  tax  revenues  and 
the  inflationary  process.  In  Latin  America  governments  accounted  for 
one-third  of  total  investment  in  the  early  fifties.39  This  emphasis  on  in- 
vestment tended,  of  course,  to  favor  industries  requiring  capital.  In 
other  words,  direct  investment  and  indirect  investment,  through  the 
inflationary  process  which  was  stimulated  or  concurred  in  by  govern- 
ment and  which  tended  to  reduce  consumption  relatively,  resulted  in  an 
expansion  of  industries  requiring  much  capital  that  would  not  have  oc- 
curred in  the  absence  of  this  interference.  Thus  in  Latin  America, 
where  reasonably  adequate  figures  are  available,  investments  rose  from 
12  per  cent  of  gross  national  product  (GNP)  in  1945  to  19  per  cent  in 
1951  and  1952  and  17  per  cent  in  1953,  but  consumption  declined  from 
87.5  per  cent  of  GNP  in  1945  to  82  per  cent  in  1948  and  1949  and  83 
per  cent  in  1953.  Between  1945  and  1951,  per  capita  consumption  rose 
at  an  annual  rate  of  4.5  per  cent  while  per  capita  investment  expanded 
at  the  annual  rate  of  9.1  per  cent.40 

As  an  aside  we  might  point  out  here  that  there  is  considerable  debate 
on  the  issue  of  whether  development  should  proceed  with  an  emphasis 
on  capital-intensive  industries  or  labor-intensive  ones.  In  practice  the 
emphasis  has  generally  been  on  the  former.  But  since  capital  is  scarce, 

38  International  Monetary  Fund,  International  Financial  News  Survey,  Jan.  21, 
1953;  British  Record,  Apr.  30,  1954. 

39  Calculated  from  United  Nations,  Economic  Survey  of  Latin  America,  1953;  cf. 
Buchanan  and  Ellis,  op.  cit.,  p.  311. 

40  Ibid.,  pp.  8,  21. 
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it  might  be  assumed  that  the  desirable  approach  would  be  to  econo- 
mize on  capital.  The  argument  for  recourse  to  capital-intensive  industries 
and  employments  rests  in  part  on  the  large  proportion  of  the  increased 
income  that,  with  a  concentration  on  these  industries,  goes  into  savings 
rather  than  consumption.  In  other  words,  the  social  marginal  product 
may,  in  some  instances,  be  greater  over  a  long  period  of  time  if  the 
capital-intensive  industries  are  favored.41  In  general,  however,  the  pre- 
sumption is,  given  the  shortage  of  capital,  that  industries  requiring  little 
capital  would  be  encouraged.  On  this  point  there  is  large  agreement. 
Buchanan  and  Ellis  have  even  gone  so  far  as  to  contend  that  the  low 
income  of  underdeveloped  countries  is  associated  largely  with  the  im- 
perfect substitutability  of  factors,  that  is,  the  difficulty  of  substituting 
cheap  labor  when  neither  capital  nor  rich  natural  resources  are  avail- 
able.42 Hence  the  primary  bottleneck  for  them  is  labor. 

Professor  Schultz  has  argued  that  too  much  emphasis  is  put  upon 
capital  needs :  "  .  .  .  too  much  emphasis  is  being  placed  upon  increasing 
the  stock  of  reproducible  capital.  .  .  .  They  are  expecting  too  much 
and  thinking  too  much  in  terms  of  capital  .  .  .  the  plants,  roads,  rail- 
roads, and  not  putting  enough  capital  and  effort  into  bringing  people 
up  and  to  increasing  the  arts  with  which  one  produces. "43 

To  get  back  to  the  main  theme,  in  various  ways  the  governments  of 
underdeveloped  countries  have  accelerated  the  growth  of  employments 
which  required  much  capital.  The  resultant  expansion  of  employment 
and  real  per  capita  income  has  been  consistent  with  a  substantial  rise 
of  absolute  and  even  per  capita  consumption  and  an  even  greater  in- 
crease of  investment:  the  latter 's  share  of  GNP  has  increased  and  the 
former's  declined.  There  seems  to  be  an  incentive  to  move  into  industry; 
this  is  suggested  by  the  higher  pay  and  the  increase  in  real  per  capita 
pay.  One  effect  of  the  development  program  seems  to  have  been,  how- 
ever, a  greater  rise  in  gross  product  per  active  person  in  agriculture  and 
mining  than  in  industry  and  building:  a  rise  of  24,  83,  and  17  per  cent, 
respectively,  for  Latin  America  from  1945  to  1953.44  In  part  the  ex- 
planation lies  in  increased  productivity,  in  the  exploitation  of  natural 
resources  (inclusive  of  improved  demand),  and  in  part  the  explanation 
lies  in  the  tendency  to  stimulate  the  growth  of  industry  and  the  workers' 
desertion  of  the  farms  and  mines. 

In  general  the  development  programs  result  in  increased  growth  of 

41  Cf.  W.  Galenson,  "The  Problem  of  Industrial  Productivity  in  Backward  Areas," 
in  Labor,  Management,  and  Economic  Growth,  Proceedings  of  a  Conference  on 
Underdeveloped  Countries,  1954,  pp.  43-49. 

42  Buchanan  and  Ellis,  op.  cit.,  pp.  42,  64-65;  and  United  Nations,  Processes  and 
Problems  of  Industrialization  in  Underdeveloped  Countries,  pp.  48-49. 

43  Hearings  of  the  Subcommittee  of  Joint  Committee  on  the  Economic  Report  on 
Foreign  Economic  Policy,  1955,  p.  580. 

44  United  Nations,  Economic  Survey  of  Latin  America,  1953,  p.  23. 


Economic  Development  and  the  Theory  of  International  Trade        303 

employments  requiring  more  capital  and  technical  aid  than  would  have 
otherwise  been  available.  Factors  now  move  not  merely  in  response  to 
pecuniary  motivation  but  also  in  response  to  nonpecuniary  motivation. 
Hence  the  structure  of  employment  and  the  timing  of  new  employments 
are  affected. 

In  general,  though  there  are  large  variations  by  countries  and  regions, 
the  development  programs  have  tended  to  increase  the  output  of  indus- 
try more  than  of  agriculture.  This  might  well  be  expected  for  reasons 
given  above,  inclusive  of  the  fact  that  a  large  rise  in  the  amount  of 
capital  available  would  favor  industry  more  than  agriculture  because 
capital  is  a  larger  ingredient  in  industry  than  in  the  agriculture  of 
underdeveloped  countries.  Thus  in  Latin  America  from  1945  to  1953, 
the  rise  of  agricultural  output  was  4.4  per  cent  per  year  ( cumulatively ) ; 
of  industrial  output,  5.4  per  cent;  and  of  all  output,  5.4  per  cent.45 

Not  alone  through  the  introduction  of  plans,  provision  of  capital, 
voluntary  and  forced,  and  some  control  of  private  borrowing  do  the 
underdeveloped  countries  determine  the  allocation  of  resources  and 
achieve  a  structure  of  output  vastly  different  from  what  would  have 
occurred  without  official  interference.  In  fact,  foreign  governments  and 
international  agencies  providing  capital  through  the  governments  of  the 
underdeveloped  countries  also  determine  the  new  pattern  of  employ- 
ment to  some  extent.  But  aside  from  the  provision  of  capital,  what  else 
do  the  governments  of  underdeveloped  countries  do?  They  give  the 
favored  industries  priorities  in  the  allocation  of  raw  materials,  power, 
foreign  exchange,  and  bank  credit;  they  give  them  special  tax  favors  in- 
clusive of  exchange  of  many  units  of  local  currencies  for  dollars  received 
from  exports.  In  this  manner,  the  new  industries  or  the  old  ones  specially 
favored  are  stimulated  because  they  both  buy  cheaply  (high  priorities 
mean  the  acquisition  of  necessary  supplies  and  services  at  prices  below 
those  that  would  have  held  in  the  free  market)  and  sell  dearly.  Of 
course,  the  government  may  depress  sales  by  allowing  prices  to  rise  too 
much,  or  if  prices  are  raised,  then  the  rest  of  the  economy  may  suffer; 
e.g.,  the  Argentine  government  soon  after  the  war  depressed  prices  re- 
ceived by  farmers  and  used  the  differences  between  purchase  and  high 
sale  prices  in  part  to  stimulate  industry  and  pay  higher  factory  wages. 
But  the  effects  on  agricultural  output  were  disastrous,  with  the  industrial 
and  agricultural  segments  getting  much  out  of  balance.46 

Government  influenced  the  distribution  of  employment  not  only 
through  depressing  prices  of  raw  materials  and  capital,  giving  special 
tax  favors,  and  making  available  a  disproportionate  share  of  scarce  items, 

45  Ibid.,  p.  10. 

40  For  examples  of  measures  used,  see  United  Nations,  Economic  Development  in 
Selected  Countries,  pp.  31-35,  95—96. 
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all  of  which  may  be  related  to  a  policy  of  reducing  costs  for  the  favored 
employments,  but  also  through  setting  higher  prices  for  the  products  of 
the  subsidized  employments.  When  prices  are  raised  above  world  levels, 
then,  of  course,  the  government  provides  protection  against  outside 
competition.  Through  tariffs  and  especially  quotas,  exchange  depreci- 
ation, and  exchange  control,  governments  provide  the  necessary  pro- 
tection. In  countries  nurturing  new  industries  one  will  find  the  most 
extreme  forms  of  protectionism.  Even  tariffs,  upon  which  these  countries 
rely  relatively  little  unless  their  administrative  machinery  is  not  equal 
to  more  complicated  controls,  are  likely  to  be  high.  Thus,  according  to 
one  study,  six  of  the  eight  countries  with  highest  average  tariffs  were 
Latin  American  countries.47 

On  one  point  there  is  much  controversy,  namely,  the  use  of  exchange 
control  and  quotas  by  underdeveloped  countries.  In  Chapter  17,  we 
discussed  alternative  restrictionist  practices.  Exchange  control,  in  par- 
ticular, can  be  complicated  and  troublesome,  especially  when  combined 
with  multiple  rates,  and  it  can  clearly  be  used  for  protectionist  purposes; 
it  is  a  powerful  weapon  of  the  planning  authority  for  determining  the 
allocation  of  economic  resources  and  will,  of  course,  result  in  un- 
economic production.  Obviously  the  supporters  of  the  free-market 
system  as  the  mechanism  for  allocating  resources  find  exchange  control 
objectionable.  It  should  be  stressed,  however,  that  once  the  free-market 
system  has  broken  down — and  often  it  does  because  of  mistaken  ex- 
pansionist policies  by  underdeveloped  countries — these  controls  may 
have  to  be  invoked.  Furthermore,  it  is  well  to  remember  that  with 
relatively  weak  instruments  to  achieve  monetary  and  fiscal  policies, 
the  underdeveloped  countries  are  more  dependent  on  exchange  control 
than  the  others.  Many  faults  can  be  found  with  exchange  control,  but  for 
the  countries  faced  with  an  inflationary  situation  not  easily  treated,  given 
the  political  and  economic  milieu,  exchange  control  often  enables  them 
to  remove  some  of  the  objectionable  features  of  distribution  under  in- 
flation, helps  them  avert  costly  devaluations,  and  keeps  the  international 
account  balanced,  albeit  artificially  balanced.48 

The  Supply  of  Complementary  Factors 

Interference  by  government  is  not  limited  to  the  provision  of  addi- 
tional capital  or  subsidies  in  the  purchase  of  raw  materials  or  equipment. 
The  authorities  in  underdeveloped  countries  are  also  confronted  with 
the  problem  of  obtaining  adequate  supplies  of  labor,  unskilled  and 
skilled,  as  well  as  entrepreneurial  ability.  In  this  connection,  it  is  of  im- 

47  The  American  Tariff  League,  Strength  at  Home,  1954,  pp.  36-37. 

48  For  two  rather  contrasting  views  on  this  issue,  see  United  Nations,  Processes  and 
Problems  of  Industrialization  in  Under-developed  Countries,  pp.  61—62,  and 
Buchanan  and  Ellis,  op.  cit.,  pp.  321-322,  401-405. 
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portance  to  realize  that  the  underdeveloped  countries  have  available 
about  36  per  cent  of  their  potential  labor  force  (working  age)  as  com- 
pared with  50  per  cent  for  some  European  countries  and  about  40 
per  cent  for  the  United  States.  The  low  proportions  for  the  under- 
developed countries  are  explained  by  the  large  number  of  young  (offset 
to  some  extent  by  smaller  proportion  of  old)  and  hence  the  relatively 
small  number  of  women  available  for  the  labor  market  because  of  the 
need  of  taking  care  of  large  numbers  of  young.49  When  much  excess 
labor  is  to  be  found  in  agriculture,  it  may  be  relatively  easy  to  provide 
the  labor  required.  When  these  governments  support  the  simplest  kind 
of  industries,  which  at  first  require  little  skilled  labor,  the  problems  will  not 
be  formidable.  In  fact,  it  is  important  at  first  to  encourage  industries  that 
can  use  available  supplies  of  labor.  But  even  here  there  may  be  serious 
problems,  for  the  industrialization  of  a  country  plays  havoc  with  cultural 
patterns:  The  agricultural  laborer  finds  the  discipline  of  the  factory 
hard  to  take;  the  movement  to  the  cities  means  a  break  with  family 
and  other  institutions.  The  process  of  mobilizing  workers  may  be 
eased  in  so  far  as  the  workers  are  helped  to  aspire  to  higher  standards 
of  living  and  in  so  far  as  the  additional  rewards  are  high  enough  to 
justify  the  sacrifices  involved  in  the  migration  of  the  workers.  The 
use  of  employment  exchanges,  the  provision  of  housing  and  expenses 
of  moving,  and  an  educational  campaign  may  all  help.  Of  course,  educa- 
tion and  training  are  crucial  for  the  more  advanced  occupations. 

The  provision  of  entrepreneurial  ability  is  even  more  difficult.  Much 
will  depend  upon  the  system  of  land  tenure  (does  it  allow  the  farmers 
to  make  decisions?),  upon  the  restrictions  on  movement  into  higher 
positions  (are  certain  groups  denied  access  to  higher  positions  as  in 
some  parts  of  Africa? ) ,  upon  the  incentives  allowed  ( does  taxation  favor 
risk-taking?  and  does  the  government  protect  the  property  of  manage- 
ment?).50 

Choice  of  Employments 

What  industries  or  employments  are  to  be  encouraged?  Especially 
important  would  be  those  which  can  exploit  raw  materials  nearby  and 
are  close  to  markets.  Such  considerations  will  explain,  for  example,  why 
early  industries  in  underdeveloped  countries  are  so  often  those  which 
use  cotton,  lumber,  and  food.  These  industries  (e.g.,  beer,  paper  manu- 

49  F.  Lorimer,  "Demographic  Trends,"  in  Labor,  Management  and  Economic 
Growth,  1954,  pp.  11-13.  Once  fertility  declines  in  these  regions,  a  larger  proportion 
of  working  population  will  become  available. 

50  On  these  issues  see  especially  Y.  Borzen,  "Entrepreneurship  and  Technological 
Change,"  and  F.  L.  Hsu,  "Cultural  Patterns,"  both  in  Williamson  and  Buttrick, 
op.  cit.,  1954,  and  especially  M.  G.  Levy,  Jr.,  "Some  Social  Obstacles  to  Capital 
Formation  in  Underdeveloped  Areas,"  in  Capital  Formation  and  Economic  Growth, 
1955,  pp.  441-500. 
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facture)  generally  do  not  require  unusual  skills,  and  the  cost  of  trans- 
portation of  the  raw  materials  gives  producers  near  at  hand  an  ad- 
vantage. Since  capital  scarcity  is  one  of  the  bottlenecks,  the  favored 
industries  are  not  likely  to  be  those  requiring  much  capital  (though  it 
is  interesting  that  one  study  reveals  that  the  relation  of  capital  and 
output,  i.e.,  the  capital  coefficient,  is  no  so  much  out  of  line  in  under- 
developed countries  as  compared  with  these  coefficients  in  developed 
countries51 ) . 

Dr.  Bohr  has  made  an  interesting  study  of  industries  according  to  the 
total  requirement  of  fixed  capital,  machinery  equipment,  skilled-labor 
requirements,  degree  of  localization,  and  prevalent  size.  On  the  basis 
of  these  characteristics  of  industries  in  developed  countries,  some 
guidance  may  be  given  to  underdeveloped  countries  in  their  programs 
of  development.  Obviously,  they  seek  industries  that  have  relatively 
small  need  of  fixed  capital,  machinery  and  equipment,  and  skilled  labor 
and  that  tend  to  be  dispersed  (that  is,  those  where  transportation  costs 
tend  to  be  large  and  hence  imports  costly)  and  finally  those  industries 
consisting  in  part  at  least  of  small  plants.  On  the  basis  of  these  criteria, 
the  authorities  would  select  industries  for  special  treatment.  Even  an 
industry  which  requires  large  investments  per  worker  (e.g.,  cement 
products  and  meat  packing)  may  attract  the  planners  because  of  other 
advantages,  e.g.,  large  savings  on  transfers,  and  some  industries  that  re- 
quire little  capital  (e.g.,  rubber  goods  and  electrical  machinery)  are 
ruled  out  because  they  require  large  plants  to  keep  unit  costs  down  ( and 
hence  large  markets).  Others  requiring  little  capital  (e.g.,  electrical 
machinery  and  ready-made  clothing)  are  excluded  because  of  the  large 
needs  of  skilled  labor.52 

This  is  one  attack  on  the  problem  of  choice  of  employments.  Another 
popular  one  has  been  on  the  basis  of  the  effects  of  a  deployment  of  re- 
sources upon  the  international  position  of  a  country.  Foreign  lenders  are 
especially  inclined  to  consider  the  feasibility  of  a  loan  upon  the  basis 
of  whether  or  not  it  will  increase  exports  sufficiently  or  reduce  imports 
to  ensure  the  acquisition  of  enough  dollars  or  gold  to  finance  the  loan, 
that  is,  to  ensure  transfer  of  the  required  purchasing  power.  On  this 
criterion,  loans  to  exploit  Venezuelan  oil  are  especially  popular  because 
even  if  each  year  it  becomes  necessary  to  transfer  10  to  20  per  cent  of 
the  original  investment,  the  problem  seems  relatively  simple,  for  most 

51  V.  V.  Bhatt,  "Capital  Output  Ratios  of  Certain  Industries,"  Review  of  Economics 
and  Statistics,  August,  1954,  pp.  309-319,  and  cf.  R.  N.  Grosse,  "A  Note  on 
Capital  Output  Ratios,"  Review  of  Economics  and  Statistics,  August,  1955,  p.  305. 

52  K.  A.  Bohr,  "Investment  Criteria  for  Manufacturing  Industries  in  Underdeveloped 
Countries,"  Review  of  Economics  and  Statistics,  May,  1954,  pp.  157-166.  Cf.  p.  159 
for  a  table  giving  priorities  of  industries  for  underdeveloped  countries  on  the  basis 
of  these  criteria. 
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sales  are  made  in  dollars.  Nevertheless,  authorities,  both  creditors  and 
debtors,  tend  to  put  excessive  emphasis  on  the  direct  relation  of  loans 
and  exchange  earning  potential,  and  this  charge  can  occasionally  be 
leveled  against  the  International  Bank  for  Reconstruction  and  Develop- 
ment.53 New  capital  may  be  put  into  export  industries,  but  the  potential 
exchange  earnings  may  be  absorbed  in  increased  sales  at  home  and  a 
large  rise  of  imports  associated  with  rising  incomes.  The  serious  ex- 
change problems  of  Latin  America  and  parts  of  Asia  in  the  postwar 
period  arose  because,  with  rising  incomes  and  inflation  associated  with 
development,  exports  generally  tended  to  be  reduced  and  imports 
stimulated.  It  is  also  possible  to  put  capital  into  domestic  industries  or 
services,  e.g.,  transportation,  power,  education,  or  health,  which  might 
reduce  costs  greatly  and  bring  expenses  of  many  industries  down 
sufficiently  to  put  their  products  on  an  exportable  level. 

The  ultimate  effects  on  the  balance  of  payments  will  depend,  for  ex- 
ample, on  monetary  and  fiscal  policy,  on  exchange-rate  policy,  on  (and 
related  to  the  above)  the  proportion  of  additional  income  spent  on  in- 
vestment and  consumption,  and  on  the  mobility  of  the  factors  of  pro- 
duction. Thus,  if  resources  are  put  into  the  most  productive  employments 
(the  maximum  marginal  productivity  of  new  increments  of  capital) 
without  paying  special  attention  to  direct  effects  on  exports  and  imports, 
then  the  capital  might  go  predominantly  to  agriculture,  the  products  of 
which  are  consumed  primarily  at  home.  But  if  labor  then  transfers  to 
export  industries  or  import-competing  industries,  the  secondary  effects 
on  the  balance  of  payments  would  be  favorable.54  As  Nurkse  puts  it,  the 
country  should  invest  in  the  enterprise  that  yields  the  highest  returns. 
Transfer  of  interest  through  the  exportation  of  goods  is  "determined  by 
the  scale  of  comparative  costs  in  international  trade  (though  this  scale 
need  not  be  regarded  as  fixed  and  may  well  change  as  a  result  of  the 
investment  itself)."  Kahn  added  that  against  a  rise  of  imports  associated 
with  higher  incomes  resulting  from  the  import  of  capital  is  to  be  put 
the  increased  domestic  noninflationary  output  which  saves  imports. 

In  an  important  article,  Dr.  Polak  has  considered  the  relation  of 
foreign  investment  and  international  equilibrium.55  If  the  marginal  pro- 
pensity to  consume  is  one  (e.g.,  no  excess  capacity  in  the  borrowing 
country),  then  all  the  money  put  into  circulation  as  a  result  of  foreign 
loans  would  be  drawn  away  in  payment  for  imports.  In  general  the  net 

53  Cf .  Chap.  18. 

54  See  especially  Nurkse,  op.  cit.,  pp.  136-139;  J.  J.  Polak,  "Balance  of  Payments 
Problems  of  Countries  Reconstructing  with  the  Help  of  Foreign  Loans,"  Quarterly 
Journal  of  Economics,  February,  1943,  pp.  208-240;  A.  E.  Kahn,  "Investment 
Criteria  in  Development  Programs,"  Quarterly  Journal  of  Economics,  February,  1951, 
pp.  38-61;  and  N.  S.  Buchanan,  International  and  Domestic  Welfare,  1945. 

55  Polak,  loc.  cit. 
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effects  would  depend  on  both  the  marginal  propensity  to  import  and  the 
marginal  propensity  to  consume.  The  higher  the  former,  the  more  any 
rise  of  income  resulting  from  an  inflow  of  investments  would  be  dis- 
sipated in  increased  imports.  The  higher  the  latter,  the  less  would  any 
rise  of  income  result  in  increased  investments.  Polak  assumes  a  marginal 
propensity  to  consume  of  75  per  cent  and  to  import  of  25  per  cent;  and 
on  these  assumptions  he  finds  an  expansion  rate  (the  rate  of  capital  in- 
vestment to  capital  inflow)  of  1%  to  2. 

A  crucial  issue  is  the  form  which  the  additional  output  takes.  (1) 
Does  it  provide  additional  exports  or  substitutes  for  commodities  or 
services  previously  imported?  (2)  Is  it  a  substitute  of  one  type  of  ex- 
port for  another  or  a  substitution  of  one  type  of  output  for  domestic 
use  for  another?  (3)  Does  it  result  in  a  rise  of  goods  sold  in  the  home 
market  in  excess  of  amounts  previously  sold  (e.g.,  on  credit)?  Obviously 
the  larger  is  (1),  the  more  favorable  the  effect  on  the  balance  of  pay- 
ments, and  the  larger  is  (3),  the  less  favorable.  Production  of  type  (3) 
means  higher  incomes  and  pressure  on  import  markets.  Polak  also  sug- 
gests that  there  are  dangers  inherent  in  the  banks  expanding  to  the 
limit  of  their  reserves  (e.g.,  four  dollars  of  expansion  per  dollar  of 
reserves),  for  this  is  likely  to  result  in  an  adverse  balance  of  payments. 
Another  crucial  factor  is  the  rate  of  flow  of  new  capital.  Even  if  the 
flow  of  capital  declines,  no  crisis  need  result  if  the  export  balance  is 
adequate  to  finance  loans  of  the  past. 

Obviously,  if  so  much  depends  on  the  allocation  of  the  funds  among 
the  three  classes  of  output  enumerated  above,  it  would  not  be  adequate 
to  control  foreign  borrowing  or  what  is  done  with  foreign  funds.  The 
foreign-exchange  balance  will  depend  on  the  marginal  propensities  to 
import  and  to  consume,  the  expansion  rates,  the  ratio  of  turnover  to 
capital  (the  larger  the  ratio  the  less  the  service  burden),  the  allocation 
of  investment  among  the  three  types  mentioned,  the  service  charge  as 
a  percentage  of  capital  imports,  the  annual  rate  of  change  of  capital 
flow,  and  the  lag  of  payments  for  imports  in  months.  Polak  shows  that 
even  changes  of  10  per  cent  in  these  coefficients  exercise  considerable  in- 
fluence on  foreign  balances;  hence  the  difficulty  of  estimating  the  effects 
of  capital  imports  and  the  need  of  frequent  adjustments  of  lending 
policy. 

Control  of  Consumption 

Imports  of  capital  or  foreign  grants  are  not  enough.  It  is  also  essential 
to  make  certain  that  the  capital  imported  is  not  absorbed  entirely  in 
increased  consumption.  Through  restrictions  on  imports  of  luxuries, 
through  increased  taxes  and  public  investment,  and  even  through  some 
encouragement  of  inflation  governments  of  underdeveloped  countries 
seek  a  conversion  of  imports  of  capital  into  a  corresponding  volume  of 
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savings.  In  so  far  as  restrictions  on  luxury  imports  result  in  correspond- 
ing increases  in  consumption  of  domestic  commodities,  the  government 
may  be  thwarted.  But  it  is  likely  that  at  least  part  of  the  cash  that  would 
have  been  converted  into  imported  refrigerators,  automobiles,  textiles, 
etc.,  would  be  added  to  cash  hoards  or  put  into  investment  goods. 
Again,  in  so  far  as  added  taxes  used  for  investment  purposes  are  at  the 
expense  of  domestic  savings,  then  again  the  government  has  failed  in 
its  objective.  But  tax  systems  of  underdeveloped  countries  are  largely 
regressive  (e.g.,  on  commodities),  and  for  this  reason  it  may  be  assumed 
that  a  substantial  part  of  the  additional  taxes  will  come  out  of  con- 
sumption. It  should  be  added,  however,  that  with  underdeveloped  coun- 
tries not  generally  taking  more  than  roughly  10  per  cent  of  income  in 
taxes,  the  amount  available  for  public  investment  and  for  taxes  would 
be  limited.  (In  Latin  America  public  investment  in  the  years  1945  to 
1953  seemed  to  account  for  about  one-third  of  all  investment,  but  this 
came  in  substantial  part  out  of  deficit  financing.)  Finally,  even  when 
the  government  or  the  monetary  authority  through  inflation  ensures 
a  conversion  of  foreign  capital  at  least  in  part  into  domestic  investment, 
it  must  be  remembered  that  there  are  distinct  limits  of  the  part  of 
national  income  that  can  be  diverted  into  savings  through  inflation.  The 
effects  of  inflation  on  malallocation  of  resources  and  hence  on  income 
and  savings  and  the  adverse  effect  of  rising  prices  on  saving  should  be 
considered.56 

It  is  especially  in  underdeveloped  countries  that  fiscal  policy  may  be 
used  effectively  to  influence  the  structure  of  employment.  Thus  special 
tax  concessions  may  be  made  on  behalf  of  secondary  industries  but  only 
on  the  condition  that  they  are  likely  to  pay  their  own  way  (inclusive  of 
higher  taxes  later)  in  a  reasonable  period  of  time.  The  reduced  taxes 
should  stimulate  investment  in  secondary  (i.e.,  manufacturing  and  con- 
struction) industries,  discourage  speculation,  and  contribute  to  higher 
productivity  of  the  relevant  factors.  Other  criteria  should  be  considered 
also,  for  example,  the  extent  to  which  the  industry  directly  or  indirectly 
is  likely  to  affect  the  balance  of  payment.57 

Net  Effects  upon  Structure  of  Employment  and  Trade 

Economic  development,  then,  involves  a  reallocation  of  economic 
factors  of  production,  with  some  factors  becoming  more  plentiful  rela- 
tive to  demand  and  others  less  so.  Comparative  costs  of  some  products 

56  For  an  estimate  of  the  limits  of  the  contribution  of  inflation  to  savings,  see  S.  H. 
Axelrod,  "Inflation  and  the  Development  of  Underdeveloped  Areas,"  Review  of 
Economics  and  Statistics,  1954,  pp.  334-337. 

57  Cf .  United  Nations,  Processes  and  Problems  of  Industrialization  in  Under-de- 
veloped Countries,  pp.  52-53,  and  The  Effects  of  Taxation  on  Foreign  Trade  and 
Investment,  1950. 
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then  rise  and  others  fall  in  response  to  variations  in  the  supply  of  factors. 
On  top  of  this  the  authorities  manipulate  prices  of  factors,  below  or 
above  the  price  determined  by  supply  and  demand,  already  influenced 
by  government  intervention — in  favor  of  some  employments  and  against 
others.  What  happens  is  consistent  with  a  full-blown  theory  of  com- 
parative costs,  except  that  the  assumptions  of  full  employment  are  re- 
moved and  the  distribution  of  factors  of  production  is  determined  not 
primarily  by  free-market  forces  but  by  decisions  of  planning  authorities. 
It  is  necessary  to  take  account  not  only  of  unemployment  and  partial 
unemployment,  as  affected  by  a  development  program,  but  also  of  the 
proportion  of  the  population  on  a  labor  market.  A  vigorous  development 
program  may  well  increase  the  proportion  greatly  as  it  did  in  the  United 
States  and  as  it  did  in  Latin  America  after  the  war. 

Aside  from  influencing  relative  prices  and  availabilities  of  the  factors 
of  production,  the  authorities  flout  the  law  of  comparative  costs  by  ex- 
tending sales,  even  though,  on  the  basis  of  comparative  costs,  the  market 
would  be  closed.  This  is  done  either  by  putting  the  costs  of  higher  prices 
(through  taxation)  on  other  segments  of  the  economy  or  through  pro- 
tectionist measures  which  exclude  foreign  sellers.  We  should  add  here 
a  reference  to  our  earlier  discussion  on  the  inadequacy  of  a  static 
analysis. 

It  is  generally  assumed  that  capital  is  invested  in  accordance  with 
marginal  productivities;  that  is,  capital  goes  where  it  makes  the  largest 
gains.  Hence  in  the  nineteenth  century  there  was  much  interest  in  ex- 
ploiting natural  resources  where  capital  was  highly  productive  and 
especially  because  foreign  markets  were  large.  The  contribution  of 
foreign  capital  in  producing  large  quantities  of  goods  at  greatly  reduced 
costs  for  rich  markets  was  very  large.  But  under  development  programs, 
much  less  attention  is  paid  to  the  scale  of  marginal  productivities.  Much 
capital  goes  into  fundamental  industries  which  will  help  sustain  other 
industries  and  especially  to  overhead  industries,  such  as  power  and 
transportation,  and  to  social  employments,  such  as  education  and  health. 
Many  of  these  industries  or  employments  would  attract  little  capital  if 
the  exclusive  criterion  were  returns  in  that  employment,  but  now  govern- 
ment considers  not  only  the  direct  earnings  of  these  investments  but  the 
effects  on  the  whole  economy.  More  education  may  increase  productivity 
and  output  in  all  industries.  In  view  of  the  political  pressures  and  the 
need  for  quick  results,  investments  are  not  determined  merely  by  a  scale 
of  marginal  productivities.58 

In  a  stimulating  essay,  Professor  Scitovsky  has  touched  on  some  issues 
that  are  relevant  here.  His  argument  is  that  in  an  industrial  economy,  a 

58  Cf.  Buchanan  and  Ellis,  op.  cit.,  p.  274. 
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new  firm  contributes  toward  external  economies,  e.g.,  training  of  workers, 
research  activities,  and  stimulating  subsidiary  industries.  The  new  firm 
will  also  profit  from  the  external  economies  contributed  by  others.  In  an 
agricultural  community,  however,  the  new  industrial  firm  gives  but 
does  not  receive.  Hence  the  case  for  protection  or  subsidies  for  the  new 
firm.59 

All  this  does  not  mean  that  the  comparative-cost  principle  is  now  dis- 
carded, but  it  does  mean  that  the  structure  of  employment  has  been 
greatly  changed  as  a  result  of  government  intervention  in  the  capital 
market.  The  most  effective  industries  as  viewed  from  comparative  costs 
may  still  be  the  export  industries.  But  by  "effectiveness"  we  mean  here 
capacity  to  compete  pricewise  on  foreign  markets,  and  this  capacity  has 
been  influenced  by  governmental  international  and  domestic  policies 
in  determining  where  foreign  and  domestic  capital  goes.  These  policies 
include  all  kinds  of  subsidy  programs  (discussed  elsewhere)  which  in- 
fluence relative  costs  and  prices.  Whereas  under  classical  theory  it  is 
assumed  that  capital  moves  into  fields  where  prospective  returns  are  a 
maximum,  under  a  development  program  the  flow  is  determined  to  a 
considerable  degree  by  expectations  concerning  the  effects  on  total 
national  income  and  on  the  desired  deployment  of  resources  given 
national  objectives. 

In  so  far  as  the  program  of  development  succeeds,  incomes  rise.  As  in- 
comes rise,  capital  inflows  respond.  In  other  words,  instead  of  capital 
movements  being  excluded  from  consideration  as  they  were  in  nine- 
teenth-century classical  theory,  and  instead  of  capital  movements  being 
autonomous  or  accommodating,  that  is,  tied  to  exports  of  goods  as  sug- 
gested in  neoclassical  theory  ( cf .  Machlup ) ,  capital  movements  now  are 
associated  with  rising  incomes  in  the  underdeveloped  countries.  The  re- 
sultant inflow  of  capital  in  itself  brings  about  a  changed  deployment  of 
factors  and  output  and  hence  some  changes  in  exports  and  imports,  not 
alone  through  effects  on  costs  either.  With  higher  incomes,  the  pattern  of 
spending  changes  also:  more  imports,  an  increased  tendency  to  purchase 
luxury  goods,  and  some  diversion  of  potential  exports  to  domestic 
markets. 

In  this  discussion,  I  have  neglected  the  political  aspects  of  economic 
development.  They  are,  however,  of  great  importance,  and  some  brief 
comments  are  required.  The  case  for  economic  development  has  been 
built  up  in  part  upon  the  premise  that  it  is  a  responsibility  of  the  de- 
veloped nations  to  help  the  underdeveloped  ones  and  in  part  because, 
unless  standards  of  the  impoverished  nations  rise,  they  become  more 

59  T.  De  Scitovsky,  "A  Reconsideration  of  the  Theory  of  Tariffs,"  in  Readings  in 
the  Theory  of  International  Trade,  1949,  pp.  386-388. 
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vulnerable  to  Communist  overtures.  Much  of  United  States  aid  policy 
springs  from  considerations  of  this  kind.  Thus  one  official  stated  that 
United  States  aid  to  ten  countries  with  United  States  defense  alliances 
received  twelve  times  as  much  aid  per  capita  as  eleven  countries  that 
did  not  sign  such  agreements. 

This  approach  has  had  unfortunate  repercussions,  however;  the  mixing 
of  political  objectives  with  foreign  aid  has  displeased  the  recipients  of 
aid.  Most  do  not  wish  to  be  lined  up  on  the  democratic  or  Communist 
side.  They  want  aid  without  strings  attached.  Again  many  of  them  resent 
aid  as  a  disguise  for  dumping  of  agricultural  products. 

Beginning  in  1955,  the  whole  concept  of  foreign  aid  has  had  to  be 
reexamined.  United  States  authorities  are  still  reluctant  to  advance 
funds  to  neutralists,  and  they  are  fearful  of  international  agencies  dis- 
pensing funds.  Yet  it  is  worth  noting  that  the  Russians,  with  much 
smaller  funds,  by  relying  on  loans  rather  than  grants,  by  purchasing  rice 
and  cotton  rather  than  dumping,  and  by  accepting  payment  of  interest 
in  local  currencies,  have  been  much  more  successful  than  the  United 
States.  Yet  the  United  States  in  approximately  10%  years  to  the  end 
of  1955  gave  $53  billion  of  aid,  of  which  Asia  and  the  Middle  East, 
largely  underdeveloped,  received  in  excess  of  $15  billion.  Part  of  this 
aid  was  for  military  purposes.  The  U.S.S.R.,  with  loans  of  much  less  than 
$1  billion  without  strings  in  these  non-Communist  areas,  seems  to  have 
accomplished  much  more  than  the  United  States  with  $15  billion  of 
grants.  Hence  the  frequent  demands  that  this  country  overhaul  its  aid 
program  to  underdeveloped  countries.60 

Development  and  Trade 

Even  though  they  raise  incomes  of  the  developed  countries,  the  effect 
of  development  programs,  in  so  far  as  they  depend  upon  restrictive 
policies,  may  result  in  a  reduction  of  trade.  Alfred  Marshall,  concentrating 
on  British-German  relations,  was  inclined  to  argue  that  the  effects  would 
be  favorable:  With  higher  incomes,  more  would  be  purchased  by  the 
newly  developed  regions.  But  when  Marshall  wrote,  modern  restric- 
tionism  was  in  its  infancy.  In  this  connection,  a  study  by  Dr.  Dominquez, 
which  shows  over  a  long  period  of  time  that  trade  among  developed 
nations  has  tended  to  become  much  less  important  than  that  between  de- 
veloped nations  on  the  one  hand  and  underdeveloped  on  the  other,  is  of 
some  significance.  Developed  countries  were  selling  no  more  in  dollars 

60  See  International  Review  Service,  Aid  for  the  Economic  Development  of  Under- 
developed Countries,  1956;  Senate  Hearings  on  Technical  Assistance,  February- 
March,  1955;  Milliken  and  Rostow,  A  Proposal;  Key  to  an  Effective  Foreign  Policy, 
1957;  and  U.S.  Department  of  Commerce,  Foreign  Grants  and  Credits  by  the  United 
States  Government,  December,  1955,  table  3. 
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of  constant  purchasing  power  to  one  another  in  1951  than  in  1900,  but 
nine  nonindustrial  countries  had  expanded  their  trade  from  6.7  per  cent 
of  world  trade  in  1880  to  20.8  per  cent  in  1951.61 

Various  Approaches  to  Development 

Finally,  it  should  be  noted  that  there  are  all  kinds  of  ways  to  bring 
about  economic  development.  In  Britain  and  the  United  States  develop- 
ment was  allowed  to  take  place  without  much  interference  or  leader- 
ship by  government.  In  Britain  in  the  first  half  of  the  nineteenth  century 
and  in  the  United  States  even  longer,  private  enterprise  was  allowed 
freedom — with  some  exploitation  of  workers,  the  creating  of  inflationary 
credit,  and  serious  breakdowns  from  time  to  time.  Germany  and 
especially  Japan  were  able  to  telescope  their  economic  development  into 
shorter  periods  by  profiting  from  British  and  American  experience  and 
enlisting  the  interest  of  government,  of  the  military,  and  even  of  leading 
families.  In  Japan,  through  heavy  taxes  the  government  enforced  savings 
on  the  community.  Perhaps  the  most  accelerated  program  has  been  the 
Russian,  with  its  recourse  to  regimentation  and  complete  control  of  the 
economy  and  its  primary  objective,  investment,  especially  on  behalf  of 
the  heavy  industries.  Development  programs  in  the  post- World  War  II 
period  fall  in  between  the  laissez-faire  approach  of  the  Anglo-Saxon 
countries  and  the  controlled  approach  of  the  U.S.S.R.  The  pace  is  less 
rapid  in  the  underdeveloped  countries  of  Asia,  Africa,  and  Latin  America 
than  in  the  U.S.S.R.,  the  recourse  to  free-market  forces  is  greater,  and  a 
larger  part  of  the  gains  goes  to  current  consumption  (in  the  Russian  case 
it  is  dubious  that  any  of  the  gains  in  the  first  twenty-five  years  went  to 
consumers  except  in  that  more  consumers  had  to  be  fed  and  clad).  But 
the  annual  gains  of  productivity  from  1928  to  1939  were  6  per  cent  in  the 
U.S.S.R.  as  compared  with  2  per  cent  in  the  United  States  from  1899  to 
1939,  1.4  per  cent  in  Great  Britain  from  1907  to  1937,  and  3.3  per  cent 
for  Latin  America  in  recent  years  ( 1945  to  1953 ) . 

Development  under  democratic  procedures  and  at  least  with  sub- 
stantial recourse  to  free  markets  on  the  one  hand  and  development  under 
compulsion  on  the  other  are  illustrated  in  the  recent  programs  of  India 
and  China.  In  China,  the  objective  is  rapid  industrialization  and  the  use 
of  regimentation  to  keep  consumption  down.  Both  countries  started  with 
little  industry  and  large  populations  with  inadequate  natural  resources. 
The  Chinese  have  succeeded  in  expanding  investment  and  industry  much 
more  under  their  governmental  controls  and  central  planning  than  India 

61  Pan-American  Union,  International  Trade,  Industrialization  and  Economic 
Growth,  pp.  64-71;  cf.  League  of  Nations,  Industrialization  and  Trade,  pp.  93,  95, 
for  a  contrary  view;  also  see  A.  J.  Brown,  Industrialization  and  Trade. 
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has  through  her  planning  with  cooperation  of  states  and  people.  In  her 
five-year  plan  ( 1951-1956 ) ,  India  was  to  spend  $4.4  billion,  with  industry 
receiving  8.4  per  cent.  In  China,  the  plans  for  1953  to  1957  call  for 
outlays  of  $32.6  billion,  with  industry  receiving  58.2  per  cent  of  ex- 
penditures.62 

Development  and  Welfare 

Some  economists  (e.g.,  Professor  Frankel  and  Professor  Viner,  though 
to  a  lesser  degree)  have  been  extremely  critical  of  the  development  pro- 
grams. Professor  Frankel,  for  example,  in  opposition  to  the  views  ex- 
pressed by  Pigou,  contends  that  an  increase  in  the  standard  of  living 
cannot  be  held  to  imply  a  gain  in  welfare.  Professor  Viner  writes:63 

Let  us  suppose,  for  instance,  that  a  country  which  has  embarked  on  a  pro- 
gram of  economic  development  engages  in  periodic  stock-taking  of  its  progress, 
and  finds  not  only  that  aggregate  wealth,  aggregate  income,  total  population, 
total  production,  are  all  increasing,  but  that  per  capita  wealth,  income,  pro- 
duction, are  also  increasing.  All  of  these  are  favorable  indices,  but  even  in 
combination  they  do  not  suffice  to  show  that  there  has  been  "economic 
progress,"  an  increase  in  economic  welfare,  rather  than  retrogression. 

Viner's  complaint  is  that  the  test  of  success  of  these  programs  has  been 
in  terms  of  average  increases  of  income,  with  no  consideration  of  un- 
favorable effect  on  distribution.  Indeed,  it  is  essential  that  the  effects  on 
distribution  be  considered.  Excessive  inflation,  for  example,  with  un- 
fortunate effects  on  distribution  is  a  relevant  consideration.  Yet  I  would 
contend  that  the  best  available  statistics  show  that  the  gains  of  develop- 
ment have  often  percolated  to  the  lowest  income  groups.  In  some  ex- 
periences, e.g.,  Argentina,  the  cause  of  later  difficulties  has  been  exces- 
sive wage  increases.  In  the  Russian  program,  however,  the  net  results 
have  largely  been  much  more  work  combined  with  a  standard  of  living 
which  on  the  average  scarcely  rose  at  all  in  the  first  twenty-five  years  of 
economic  development.64 

In  an  interesting  paper  before  the  American  Economic  Association, 
Professor  Nicholls  also  raised  the  question  of  the  distributive  objectives 
and  effects  of  a  development  program.  In  his  view,  the  gains  of  the  farm 
program  were  excessively  appropriated  by  a  relatively  small  group  of 

62  United  Nations,  Economic  Survey  of  Latin  America,  1953,  p.  10;  W.  Galenson, 
op.  cit.,  p.  49;  and  J.  Chapman,  "Real  Wages  in  the  Soviet  Union,  1928-52,"  Review 
of  Economics  and  Statistics,  May,  1954;  for  a  full  survey,  see  Buchanan  and  Ellis, 
op.  cit.,  pt.  II,  Economic  Development  in  India  and  Communist  China,  Staff  Study 
no.  6,  Senate  Subcommittee  of  Foreign  Relations  on  Technical  Assistance  Programs 
(Senate  Committee  on  Technical  Assistance  Programs),  June,  1956,  pp.  45-51. 

63  Viner,  op.  cit.,  1952,  p.  126. 

64  United  Nations,  Economic  Survey  of  Latin  America,  1953,  especially  pp.  23-25, 
and  Chapman,  loc.  cit. 
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wheat  and  cotton  farmers,  and  it  would  be  much  better,  especially  when 
mechanization  is  not  justified,  to  concentrate  on  increased  productivity 
of  the  small  farmers,  improvements  of  marketing,  and  finding  means  of 
occupying  profitably  the  otherwise  idle  time  of  village  people.65 

Professor  Frankel's  position  may  be  summarized  as  follows:66  Com- 
parisons of  per  capita  income  of  developed  and  underdeveloped  countries 
are  devoid  of  meaning.  The  $1,000  per  capita  income  buys  one  basket  of 
goods  in  the  developed  countries,  and  the  $50  to  $100  per  capita  income 
in  the  underdeveloped  country  yields  an  entirely  different  basket  of 
goods  and  services.  And  nonmonetary  income  may  be  of  greater  signifi- 
cance in  underdeveloped  countries.  It  is  wrong  to  suggest  that  the 
citizen  of  the  developed  country  is  twenty  times  as  well  off  as  the  one 
from  the  other  countries  or  even  necessarily  better  off.  The  intelligent 
Bushman  from  Africa  finds  his  welfare  in  hunting,  and  he  cannot  be 
pushed  into  seeking  Western  standards  of  living.  Should  the  Westerner 
succeed  in  imposing  his  concept  of  welfare  upon  members  of  these 
societies,  even  then  the  higher  income  yielded  would  not  necessarily 
mean  a  gain  in  welfare.  The  cost  of  uprooting  people,  the  loss  of 
advantages  of  past  institutional  arrangements  now  abandoned  and  of 
revision  of  living  standards — these  may  well  exceed  the  apparent  gains 
in  a  higher  ( ? )  standard  of  living  as  measured  by  the  Western  account- 
ing symbolism  of  national  income,  which  is  largely  irrelevant  in  these 
societies.  The  planners  in  Western  states,  moreover,  err  in  forcing  capital 
on  these  countries.  They  do  not  need  much  capital,  as  they  are  rich 
in  numbers;  the  successful  investment  of  capital  depends  on  the  avail- 
ability of  complementary  factors  and  the  integration  of  investment  with 
the  institutional  and  cultural  patterns  in  these  societies;  the  experience 
with  the  nineteenth-century  migration  of  capital,  labor,  and  manage- 
ment, all  integrated  to  the  Western  cultural  pattern,  is  of  little  signifi- 
cance for  modern  development  programs.  Holding  that  much  of  private 
investment  proved  unwise  and  unprofitable,  Frankel  is  especially  critical 
of  investments  abroad  by  public  bodies.  In  his  view,  they  do  not  know 
how  much  capital  is  needed  or  where  it  should  go.  Moreover,  the  in- 
vestments are  wasteful  in  a  world  short  of  savings,  in  part  because  they 
discourage  the  contribution  otherwise  made  locally. 

Undoubtedly  some  of  Professor  Frankel's  points  can  be  supported.  We 
tend  too  easily  to  associate  economic  gains  with  an  improvement  in  wel- 
fare; we  accept  uncritically  estimates  of  capital  needs;  we  too  readily 
assume  that  incomes  can  be  measured  accurately  and  are  comparable 
without  reservations.  Nevertheless,  in  the  author's  view,  Frankel  greatly 

65  W.  H.  Nicholls,  "Investment  in  Agriculture  in  Underdeveloped  Countries," 
Papers  and  Proceedings  of  the  American  Economic  Society,  1955,  pp.  70-73. 

66  S.  H.  Frankel,  The  Economic  Impact  of  Underdeveloped  Societies,  1953,  espe- 
cially pt.  I. 
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overstates  his  case  and  in  no  small  part  because  he  assumes  that  the 
East  African  case,  say,  is  typical  of  all  underdeveloped  areas.  The  com- 
parison of  income  of  Latin  America  and  the  United  States  does  have 
some  meaning;  the  desire  for  development  is  one  that  is  participated  in 
by  governments  of  underdeveloped  countries  and  a  large  part  of  their 
citizens  (a  high  official  of  Indonesia  tells  me  that  the  government  has  2 
million  applications  for  participation  in  three  development  programs 
though  there  are  less  than  100,000  vacancies  per  year);  the  impetus 
does  not  arise  primarily  from  Western  nations  insisting  on  impoverished 
nations'  accepting  Western  funds;  and  though  the  cultural  pattern  may 
greatly  slow  up  absorption  of  capital,  changes  in  these  patterns  do 
occur.  It  is  not  at  all  clear  that  the  patterns  of  investment  can  safely 
be  left  entirely  to  private  initiative.  Without  public  intervention,  the  in- 
vestment in  overhead  and  social  services  is  inadequate,  and  hence  the 
whole  process  of  development  is  excessively  slowed  down.  In  this  con- 
nection, Dr.  Lorimer  has  well  observed  that  unless  there  is  an  intensity 
of  capital  formation  and  technological  development,  the  dynamic  part  of 
the  economy,  which  for  underdeveloped  countries  accounts  for,  say,  25 
per  cent  of  the  labor  component,  will  not  adequately  absorb  the  ex- 
cess population  and  hence  the  objective  of  higher  per  capita  incomes 
will  not  be  achieved.67  Besides,  a  rise  in  the  social  dividend  for  both 
lending  and  borrowing  nations  can  be  had  when  governments  assume 
leadership.  These  gains  are  not  possible  when  the  entire  task  is  left  to 
profit  motivation — here  note  the  political  gains  associated  with  making 
a  country  less  vulnerable  to  Communist  pressures  when  development 
brings  higher  standards.  Both  the  Russian  and  Japanese  experience 
showed  that  government  aid  can  greatly  accelerate  development,  though 
the  costs  of  regimentation  in  the  Russian  experience  should  not  be  under- 
estimated. Despite  all  the  mistakes  made  by  public  lenders  and  borrowers 
and  by  government  planning  organizations,  the  fact  remains  that  in 
many  of  the  underdeveloped  countries  the  standard  of  living  has  risen 
greatly  and  national  income  even  more,  and  often  the  gains  have  gone 
largely  to  the  low-income  groups. 

This  does  not  mean  that  gains  in  national  income  are  the  only  measure 
of  economic  welfare — the  level  of  employment  and  the  distribution  of 
income  are  competing  objectives.  Nor  need  we  assume  that  higher 
money  or  real  incomes  imply  higher  welfare  attainments.  But  we  can 
assume  that  it  is  possible  to  measure  consumption  standards  (though 
there  are  statistical  difficulties)  and  to  conclude  that  country  A  has  a 
higher  or    lower  standard  than  B.  We  may  even  grant,  as  Marshall  has, 

67  F.  Lorimer,  "Demographic  Trends,"  in  Labor,  Management  and  Economic 
Growth,  1954,  pp.  16—17.  Cf.  United  Nations,  Processes  and  Problems  of  Indus- 
trialization in  Under-developed  Countries,  1955,  pp.  31-38. 
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that   welfare   is    not   necessarily   increased   pari   passu   with   increased 
wants.68 

In  every  civilised  country  there  have  been  some  followers  of  the  Buddhistic 
doctrine  that  a  placid  serenity  is  the  highest  ideal  of  life;  that  it  is  part  of  the 
wise  man  to  root  out  of  his  nature  as  many  wants  and  desires  as  he  can;  that 
real  riches  consist  not  in  the  abundance  of  goods  but  the  paucity  of  wants. 

Finally,  it  is  possible  to  compare  national  income  across  national 
borders.  Nonmonetary  transactions  can  be  excluded  in  both  developed 
and  underdeveloped  countries,  and  incidentally  it  is  not  always  clear 
that  they  are  a  larger  part  of  income  of  the  latter  countries.  The  de- 
veloped countries  obtain  more  relatively  from  the  income  not  included 
in  estimates  of  income  from  durable  goods  than  do  the  underdeveloped 
countries,  but  if  the  former's  incomes  are  underestimated  on  this  account, 
the  economic  welfare  reflected  by  income  figures  for  developed  countries 
may  well  be  inflated  relatively  to  that  of  underdeveloped  countries  when 
allowance  is  made  for  including  in  the  income  of  developed  economies 
a  high  proportion  of  governmental  services,  conventional  goods,  and  in- 
come representing  costs  of  a  highly  industrialized  society.  Greater  need 
for  housing  and  clothing  in  the  developed  countries  is  also  relevant,  and 
to  that  extent  comparisons  of  income  overstate  the  economic  advantages 
of  the  industrialized  nations.69 

From  all  this  we  should  not  conclude  that  the  social  structure  of 
underdeveloped  countries  does  not  hamper  development  programs.  It 
does.  In  a  well-balanced  statement  Professor  Moore,  an  eminent 
sociologist,  has  shown  that  there  is  a  contrast  of  views  between  econo- 
mists who  minimize  these  matters  and  anthropologists  who  are  deeply 
concerned;  e.g.,  note  the  various  conflicts  of  kinship  and  movement  of 
peoples  required  by  development,  cooperation  of  the  village  and  the 
individualism  of  the  factory,  general  values  of  the  primitive  society  and 
the  allocations,  pecuniary  motivation,  etc.,  in  the  developing  economy. 
Nor  should  we  leave  out  of  account  the  problems  raised  in  the  new  in- 
dustrial cities  of  Asia,  where  industrialization  is  being  telescoped  into  a 
relatively  few  years  as  compared  with  the  Western  movement,  which 
required  centuries  and  involved  relatively  small  numbers.  The  shattering 
of  old  values  is  multiplied  by  the  pace  of  the  modern  movements  and 
the  numbers  involved.70 

68  A.  Marshall,  Principles  of  Economics,  8th  ed.,  p.  136. 

69  For  a  full  discussion  of  these  issues,  see  especially  International  Association  for 
Research  in  Income  and  Wealth,  1953,  papers  by  F.  Benham,  V.  K.  R.  V.  Rao, 
and  D.  Creamer;  cf.  S.  Kuznets,  quoted  in  Buchanan  and  Ellis,  op.  cit.,  p.  15. 

70  W.  E.  Moore,  "Labor  Attitudes  towards  Industrialization  in  Underdeveloped 
Countries,"  Papers  and  Proceedings  of  the  American  Economic  Society,  1955,  pp. 
156—165,  and  United  Nations,  Processes  and  Problems  of  Industrialization  in  Under- 
developed  Countries,  pp.  119-126. 
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Some  Conclusions 

Through  economic-development  programs,  underdeveloped  countries 
seek  an  increase  in  their  standard  of  living,  especially  through  the  im- 
portation of  capital.  They  thus  tend  to  increase  the  international  move- 
ment of  factors  of  production,  the  slowing  down  of  which  in  the  last 
generation  has  tended  to  increase  income  differentials  between  developed 
and  underdeveloped  countries.  The  borrowing  countries  seek  capital 
especially  under  the  auspices  of  foreign  governments  or  international 
agencies,  in  part  because  much  of  the  capital  needed  will  not  move  in 
response  to  pecuniary  motivation,  e.g.,  capital  required  for  health 
facilities  or  for  road  building. 

One  effect  of  the  development  programs  is  to  introduce  a  deployment 
of  resources  that  would  not  have  prevailed  under  free  markets.  Through 
control  of  capital  movements  and  through  exchange,  wage,  price,  and 
allocation  controls,  governments  shift  the  allocation  of  resources  from  a 
free-market  pattern.  They  also  have  recourse  to  all  kinds  of  protectionist 
devices  in  an  effort  to  control  allocations.  The  resultant  rise  of  employ- 
ment as  well  as  the  effects  on  prices  and  income  in  turn  influence 
both  the  distribution  of  productive  resources  and  the  balance  of  pay- 
ments. In  general,  there  is  some  flouting  of  the  law  of  comparative  ad- 
vantage, though  to  some  extent  what  seems  to  be  a  violation  of  the 
principles  of  comparative  advantages  really  takes  a  long  view  of  the 
effective  allocation  of  resources  and  also  substitutes  national  objectives 
of  over-all  policy,  both  economic  and  noneconomic,  for  the  allocations 
given  by  exclusive  consideration  of  relative  (and  short-run)  produc- 
tivities in  different  employments.  It  is  scarcely  necessary  to  add  that 
the  "artificially"  induced  importation  of  capital,  since  it  stimulates  em- 
ployments in  industries  requiring  much  capital,  also  tends  to  modify  the 
pattern  of  production. 

Finally,  there  is  the  problem  of  the  relation  of  capital  inflows,  the 
gains  of  income  and  investment  for  the  borrowing  countries,  and  the 
effects  on  the  foreign-exchange  situation.  Here  especially  significant  are 
the  marginal  propensities  to  import  and  to  consume  and  the  types  of 
commodities  produced  as  a  result  of  the  inflow  of  capital.  Obviously,  the 
exchange  problem  would  be  eased  the  lower  these  marginal  propensities 
and  in  so  far  as  the  additionally  produced  commodities  contribute  to- 
ward a  rise  of  exports  or  replace  previously  imported  goods;  conversely 
exchange  problems  would  be  heightened  in  so  far  as  the  net  effect  is  a 
rise  of  goods  sold  in  domestic  markets  in  response  to  increases  in  such 
variables  as  consumer  credit. 

In  this  discussion  I  have  glossed  over  the  problem  of  population 
growth,   which   increases   the   difficulties  of  putting  over  an   adequate 
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development  program.  "By  the  end  of  the  Century  the  world's  population 
is  expected  to  increase  from  2.4  to  4  billions.  As  compared  to  1920,  the 
population  to  date  has  grown  by  76%  in  Latin  America,  46%  in  Africa, 
44%  in  the  United  States  and  Canada,  28%  in  Asia  and  22%  in  Europe."71 
Unless  this  rise  can  be  checked — and  there  are  often  serious  institutional 
and  economic  barriers — the  gains  of  productivity  are  likely  to  be  con- 
sumed primarily  in  taking  care  of  larger  populations.  The  increased 
capital  will  be  allocated  over  many  more  people  and  prove  much  less 
productive.72 

As  this  book  was  ready  to  go  to  press,  I  had  an  opportunity  to  read 
the  proofs  of  Gunnar  Myrdal's  important  book  on  The  International 
Economy.  Here  is  presented  the  most  forceful  case  for  economic  develop- 
ment that  has  yet  appeared.  Economic  development  "is  a  living,  political 
force  of  immense  and  irresistible  power  in  our  contemporary  world." 
Advanced  nations  have  failed  to  send  the  required  capital  to  under- 
developed nations,  a  source  of  gain  to  both  developed  and  under- 
developed countries.  Government  planning  is  necessary,  because  the 
allocation  of  resources  under  a  free  economy  would  not  yield  the  re- 
sources required  for  education,  transportation,  power,  a  rise  in  the 
standards,  etc.,  and  in  the  absence  of  controls  of  spending,  the  resources 
might  largely  be  dissipated.  The  free-market  approach  is  not  appropriate 
for  the  underdeveloped  countries,  and  it  is  imperative  that  they  obtain 
a  larger  part  of  the  gains  of  progress — in  the  past  their  gains  have 
been  inadequate.  The  gap  between  haves  and  have-nots  widens.  The 
Communists  capitalize  on  these  trends. 

71  International  Bank  for  Reconstruction  and  Development,  Seventh  Annual  Meet- 
ing, Proceedings,  1952,  p.  3. 

72  Cf.  W.  S.  Thompson,  Population  Problems,  1942,  3d  ed.,  pp.  248-254,  and 
S.  E.  Harris,  Foreign  Aid  and  Our  Economy,  1950,  p.  56;  cf.  Buchanan  and  Ellis, 
op  cit.,  chap.  5. 


PART  FIVE 

Some  Aspects  of  Adjustment  in  the  Postwar  Period 


Introduction 


In  earlier  parts  of  this  book  our  attention  has  been  concentrated 
primarily  on  the  theory  of  international  and  interregional  economics. 
We  have  traced  the  evolution  of  the  classical  theory  and  have  considered 
relevant  aspects  of  money.  In  this  early  part  of  the  book,  there  were  also 
chapters  on  economic  development,  restraints  on  trade,  adjustments,  and 
international  institutions  and  also  a  chapter  on  the  theory  of  the  dollar 
gap.  In  other  words,  we  have  superimposed  on  the  theory  largely  di- 
rected toward  a  study  of  equilibrium  conditions  a  consideration  of  the 
modifications  or  additions  required  to  deal  with  the  problems  of  the  real 
world,  where  economic  development  is  uneven,  where  adherence  to  an 
international  system  may  involve  a  country  in  output  below  its  cap- 
abilities, where  disequilibrium  may  be  sustained  for  long  periods. 

This  last  part  of  the  book  is  concerned  largely  with  the  major  dis- 
equilibrium problems  since  World  War  I,  namely,  the  range  of  prob- 
lems subsumed  under  the  generic  term  "dollar  shortage."  Hence,  we  dis- 
cuss the  origin  and  the  extent  of  the  dollar  shortage,  but  the  reader  is 
referred  back  to  Chapters  15  to  18  of  the  book.  In  discussing  a  solution 
to  the  dollar  problem,  we  concentrate  on  tariffs  (cf.  the  earlier  chapter 
on  restraints),  foreign  investment  and  aid  (cf.  the  earlier  chapters  on 
balance  of  payments  and  economic  development),  and  variations  in  the 
price  of  gold  ( cf .  the  earlier  chapters  on  money ) .  In  the  next  to  the  last 
chapter,  the  issue  of  a  return  to  multilateralism  and  convertibility  is 
raised,  inclusive  of  fundamental  questions  of  comparative  costs,  re- 
straints on  trade,  equilibrium  rates  of  exchange,  etc.  The  statistics  of 
trade,  a  dull  matter  indeed,  is  relegated  to  the  end.  The  first  chapter  of 
Part  Five  summarizes  the  issues  discussed  in  the  remainder  of  the  book. 
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CHAPTER  20 

The  Issues 


The  Dollar  Gap,  1914  to  1953 

Over  a  period  of  forty  years,  exports  of  goods  and  services  of  the 
United  States  exceeded  imports  by  \$125Jjillion.  This  is  a  rough  measure 
of  the  disequilibrating  pressure  on  the  balance  of  payments.  (Allowance 
should  be  made  for  the  relatively  small  part  of  loans  financed.)  The 
amounts  have  been  especially  large  since  1940  and  particularly Jri ^war- 
time and  during  the  aftermath,  but  even  in  the  prosperous  twenties  and 
the  depressed  thirties,  the  problem  was  serious.  A  measure  of  the  con- 
cern felt  by  Western  Europe  is  the  amount  of  space  given  to  this  prob- 
lem by  Keynes  in  the  twenties  and  thirties,  who  probably  devoted  as 
much  attention  to  this  problem  as  any  other. 

~  How,  it  may  be  asked,  have  the  accounts  been  balanced?  About  two- 
thirds  through  unilateral  transfers,  almost  one-quarter  by  capital  exports 
from  the  United  States  (in  part,  as  far  as  loans  were  repudiated,  these 
might  also  be  classified  as  unilateral  transfers),  the  remainder  through 
imports  of  gold  by  the  United  States.  In  Chapter  21  (The  Size  of  the 
Dollar  Gap),  the  reader  will  find  a  breakdown  by  six  periods  of  the 
deficits  and  how  they  were  covered.  Over  this  period  of  forty  years, 
imports  amounted  to  3.8  per  cent  of  the  nation's  income,  and  the  excess 
of  exports  of  goods  and  services  to  73  per  cent  of  United  States  imports 
of  goods  and  services.  Imports  would  have  had  to  rise  by  75  per  cent  in 
these  forty  years  to  eliminate  the  gap.  In  these  forty  years,  the  gap 
equaled  2.8  jper  cent  of  the  national  income  of  the  United  States,  and 
unilateral  transfers  (exclusive  of  loans  repudiated),  1.9  per  cent  of  na- 
tional income. 

Tariffs  and  International  Equilibrium 

In  general,  too  much  attention  has  been  given  to  United  States  tariff 
policy  as  the  explanation  of  disequilibrium  in  the  dollar  market.  In  part, 
the  explanation  of  this  emphasis  is  an  excessive  disposition  on  the  part 
of   foreign    authorities    to    criticize    our   policies,    and   to    some   extent 
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American  economists  have  been  "taken  in"  by  wrong  analysis.  Surely 
wrong-headed  monetary  and  fiscal  policies,  cartelization,  high-cost 
policies,  failure  to  seek  markets  abroad  aggressively,  the  unfortunate 
introduction  of  incentives  that  militate  against  exports  to  dollar  countries 
and  to  all  countries — these  European  policies  all  help  explain  the  losses 
in  foreign  markets  and  especially  in  the  dollar  markets.  Nor  is  it  entirely 
irrelevant  to  suggest  that  restrictionist  policies  are  prevalent  in  a  much 
greater  degree  in  nondollar  than  in  dollar  countries.  The  supporting 
evidence  for  these  statements  will  be  found  in  Chapters  22  and  23. 

A  dollar  gap  has  plagued  the  world  for  more  than  a  generation.  True, 
the  gap  appeared  to  close  in  the  years  1953-io  1955  following  improved 
terms  of  trade  for  Europe  and  associated  with  continued  foreign  aid  in- 
clusive of  offshore  procurement,  a  spectacular  improvement  of  economic 
conditions  in  the  United  States  (and  hence  more  imports),  extended 
restrictions  and  discriminations  against  dollar  imports  in  nondollar 
countries,  and  special  incentives  for  exports  to  the  United  States.  But  a 
closing  of  the  gap  under  these  circumstances  should  not  be  taken  as 
evidence  that  the  dollar  problem  has  been  solved — far  from  it,  especially 
under  present-day  conditions  when  changes  in  the  political  or  military 
or  economic  situation  may  almost  overnight  raise  the  dollar  deficit  by 
several  billion  dollars  at  an  annual  rate.  The  real  test  will  come  when 
the  nondollar  world  balances  its  accounts  without  the  help  of  about  $4 
billion  to  $8  billion  of  United  States  government  aid,  United  States 
military  outlay  abroad,  and  expenditures  by  United  States  personnel 
abroad  and  also  without  recourse  to  abnormal  restrictions  on  trade  in- 
clusive of  discrimination  against  the  dollar. 

In  these  chapters,  the  crucial  issue  discussed  is  _vvhajLJX>ntribution 
can  tariff  policy,  as  against  alternative  measures,  make  toward  closing 
the  dollar  gap  as  well  as  increasing  trade.  I  believe  that  an  attempt ) 
should  be  made  to  close  the  gap  primarily  through  the  United  States' 
yielding  of  export  markets  in  third  countries  and  reliance  on  a  generous 
lending  and  aid  program  by  this  country  in  the  next  ten  years  at  any 
rate  rather  than  through  liberalizing  trade. 

My  reasons  for  this  position  are  numerous.  Thus,  many  overestimate 
the  effects  of  tariff  reduction  upon  United  States  imports.  Here  I  show 
that  the  more  important  association  is  between  United  States  income 
and  imports  rather  than  between  prices  of  imports  (e.g.,  as  affected  by 
tariffs)  and  the  value  of  imports.  This  position  is  sound  even  if  it  is 
granted  that  there  is  a  substantial  elasticity  of  demand  for  some  imports, 
e.g.,  British  manufactures.  But  for  the  solution  of  these  problems  what 
is  relevant  is  the  elasticity  of  demand  for  all  United  States  imports  and 
the  difference  between  the  elasticity  of  demand  for  the  export  part  of 
the  final  commodity  and  the  final  commodity,  e.g.,  a  cut  in  price  of  ex- 
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ported  Scotch,  say,  from  $2  to  $1  (50  per  cent)  is  a  cut  in  fact  from, 
say,  $7  to  $6 — 14  per  cent — for  the  final  consumer. 

Studies  which  purport  to  show  a  high  inverse  correlation  between 
tariff  cuts  and  imports  are  not  convincing.  The  manner  of  obtaining 
the  elasticities  is  subject  to  serious  criticism,  and  inadequate  attention 
is  given  to  the  imperfections  of  the  market  which  seriously  interfere 
with  import  responses  to  reduced  prices. 

A  second  reason  for  doubting  the  efficacy  of  tariff  cuts  in  achieving 
equilibrium  lies  in  the  practical  difficulties  involved.  These  are  con- 
siderations that  a  political  economist  should  not  shove  aside  as  being 
irrelevant  or  as  the  problems  of  another  discipline.  It  is  necessary  to 
consider  the  costs  of  adjustment  as  tariffs  are  reduced  and  the  effects 
of  liberalization  of  trade  upon  agricultural  policies,  widely  supported  in 
this  country,  which  require  implementation  by  trade  policy.  It  is  neces- 
sary to  consider  these  trade  restrictions,  not  as  one  problem  independent 
of  others,  but  as  one  facet  of  government  intervention  which  must  be 
related  to  other  areas  of  government  policies.  Thus,  if  one  industry  or 
region  suffers  through  government  fiscal  or  ( even )  agricultural  policy,  it 
may  have  a  special  claim  for  consideration  when  the  government  deter- 
mines its  trade  policy.  These  are  not  separate  policies. 

From  all  this,  I  do  not  draw  the  conclusion  that  tariff  policy  should 
not  contribute  toward  a  solution  of  the  dollar  problem.  It  may  and 
should,  but  only  in  conjunction  with  other  suggested  policies.  On 
grounds  of  neither  economic  analysis  nor  equity  should  the  burden  of 
achieving  dollar  equilibrium  be  put  exclusively  on  import-competing  in- 
dustries, especially  since  export  industries  have  received  record  help 
through  $125  billion  of  "subsidies"  the  last  forty  years.  Moreover,  not 
merely  tariff  rates  but  quotas  and  customs  administration  should  be 
reconsidered. 

The  uncertainty  of  our  tariff  policy  is  another  obstacle.  Here  some 
gains  may  be  made  in  customs  simplification  and  administration,  but  it  is 
probably  going  too  far  to  demand  that  these  measures  be  used  to  con- 
ceal a  reduction  of  tariffs  or  that  the  escape  clause  be  revoked.  Surely 
both  workers  and  employers  with  a  vested  interest  in  current  trade 
policy  should  not  be  subject,  without  right  of  appeal,  to  decisions  taken 
by  government  negotiators.  In  fact,  the  applications  under  the  escape 
clause  at  least  until  1956  touched  a  small  part  of  trade,  and  as  long  as 
injury  is  defined  in  a  sensible  way,  e.g.,  not  in  terms  of  a  loss  of  the 
proportion  of  sales  in  this  country,  the  continuance  of  this  provision  is 
not  a  matter  for  serious  doubt.  The  treatment  of  the  escape  clause  under 
H.R.  I  in  1955  may,  however,  greatly  increase  the  recourse  to  its  use. 

While  we  are  on  this  subject,  we  should  stress  the  point  that  how- 
ever justifiable  the  reciprocal  trade  agreements,  with  their  emphasis  on 
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increased  imports  through  concessions  to  purchase  our  exports,  may  have 
been  in  1933  when  unemployment  was  the  disease  of  our  economy,  the 
whole  program  should  be  reconsidered  now  that  the  objective  is  more 
imports,  not  more  imports  and  more  exports.  We  must  cure  the  dollar 
disease  and  expand  trade. 

In  discussing  the  tariff  issue,  I  cannot  refrain  from  commenting  on  the 
dubious  argument  of  the  Randall  Commission  when  it  lists  the  number 
of  jobs  dependent  on  export  industries  as  an  argument  for  the  reduction 
of  tariffs.  Against  these  jobs,  the  Commission  ought  to  put  the  additional 
jobs  that  would  accrue  should  imports  be  eliminated.  The  fact  is  that 
there  would  probably  be  more  jobs  as  import-competing  industries  take 
over  the  tasks  formerly  performed  by  foreign-export  industries.  The 
argument  for  free  trade  is  not  more  jobs,  but  more  income  as  we  pro- 
duce in  the  most  efficient  manner.  (This  criticism  of  the  Randall  Com- 
mission is  aside  from  some  questions  concerning  the  validity  of  the 
figures  used. ) 

Another  argument  used  by  those  who  would  minimize  problems  of 
adjustment  related  to  trade  liberalization  is  that  in  an  expanding 
economy,  some  industries  and  regions  decline  and  others  grow  and  the 
net  effect  is  favorable.  The  price  of  progress  must  be  paid.  The  carriage 
manufacturers  suffered,  but  note  the  much  greater  gains  in  the  auto- 
mobile industry.  It  is,  however,  easy  to  underestimate  the  cost  of  adjust- 
ment, and  a  case  may  be  made  out  for  public  measures  to  slow  up  the 
rate  of  change  rather  than  accelerate  it.  In  my  studies  of  the  New 
England  region,  I  have  been  convinced  that  on  economic  and  other 
grounds,  there  was  much  to  be  gained  by  a  slowing  up  of  the  rate  of 
change  in  some  sectors  of  our  economy.  At  the  very  least,  we  should 
not  expect  government  to  accelerate  the  rate  of  change  and  telescope 
adjustments  in  altogether  too  short  a  time — as  it  is  sometimes  asked  to 
do  through  tariff  and  trade  policy.  The  fact  is  that  movements  of  capital 
and  management  toward  depressed  regions  and  industries  are  sluggish, 
in  part  because  of  the  higher  tax  costs,  the  labor-capital  friction,  and  the 
depressed  atmosphere  of  the  high-unemployment  places.  In  other  words, 
unemployment  related  to  tariff  cuts  or  other  variables  is  not  so  quickly 
erased  through  factor  movements  as  is  often  claimed  in  the  theory  of 
trade.  Furthermore,  labor  tends  to  stick  rather  than  move  out,  even  in 
periods  of  high  employment.1 

I  hasten  to  add  that  the  arguments  used  by  protectionists  are  often 

1  Cf.  S.  E.  Harris,  Economics  of  New  England,  1952;  Report  of  the  New  England 
Textile  Industry  by  the  Committee  Appointed  by  the  Conference  of  New  England 
Governors,  1953,  S.  E.  Harris,  chairman;  "Interregional  Competition:  With  Partic- 
ular Reference  to  North-South  Competition,"  American  Economic  Association  Pro- 
ceedings, 1954;  and  especially  W.  H.  Miernyk,  Inter-industry  Labor  Mobility:  The 
Case  of  the  Displaced  Textile  Worker,  1955. 
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faulty.  It  is  not  easy  to  defend  their  most  popular  argument  for  pro- 
tection, namely,  lower  wages  abroad  not  compensated  by  higher 
productivity  at  home.  Should  this  argument  be  accepted,  then  the  whole 
foundation  for  international  trade  is  removed.  In  their  increasing  support 
of  the  defense  argument,  they  are  on  safer  ground.  But  the  costs  of  pro- 
tectionism should  be  carefully  weighed,  and  that  means  there  are  limits 
concerning  how  far  this  argument  can  be  carried.  The  further  it  is 
pressed,  the  greater  the  costs  to  the  economy  and  the  larger  the  present 
burden  on  the  economy.  In  shipping,  the  argument  carries  much  weight; 
in  watches,  less  weight;  in  textiles,  still  less  weight. 

The  dollar  problem  can  be  solved,  though  the  ease  with  which  it  can 
be  attacked  depends  on  the  political  and  military  situation.  We  must 
use  all  approaches:  trade  policy,  increased  access  to  third  markets  by 
nondollar  countries,  United  States  loans  and  grants.  As  we  argue  fully 
later,  we  can  expect  substantial  aid  from  increased  outlays  on  tourism 
abroad,  the  greater  access  of  foreign  countries  to  our  $50  billion  govern- 
ment market  (purchases  from  business  in  1953),  the  expected  rise  of 
imports  of  raw  materials  and  food  in  the  next  generation,  and  the 
continued  rise,  absolutely  and  relatively,  in  our  national  income.  Some 
countries  will  gain  less  than  others  from  these  forces,  and  those  that 
will  not  gain  enough,  in  particular  Western  Europe,  will  have  to  depend 
to  some  extent  on  foreign  aid,  on  penetration  of  third  markets,  and  on 
strong  measures  generally  to  keep  costs  down. 

The  Contribution  of  Loans  and  Grants 

Since  trade  policy  will  not  solve  the  problems  of  imbalance,  it  is  neces- 
sary to  rely  on  other  measures  also.  Loans  and  grants  provide  dollars  for 
foreign  interests.  Hence  if  foreign  countries  cannot  increase  their  sales 
in  the  dollar  markets  adequately,  it  is  possible  to  finance  the  deficiency 
through  the  provision  of  dollars  on  a  loan  or  gift  basis. 

In  the  postwar  period,  United  States  private  loans  have  been  at  a 
disappointing  level:  about  one-tenth  to  one-fifteenth  of  the  ratio  to  in- 
come of  British  loans  in  the  great  period  of  British  lending  and  a  fraction 
of  the  ratio  in  this  country  to  income  in  the  twenties.  For  many  reasons, 
we  should  not  expect  the  United  States  to  contribute  in  the  proportions 
of  the  British  before  1913,  e.g.,  the  greater  gains  from  capital  exports 
obtained  by  the  British,  the  early  saturation  if  the  British  ratio  to  United 
States  gross  national  product  were  maintained,  the  chaotic  conditions 
of  today.  But  larger  loans  than  in  recent  years  might  well  be  expected. 

Offshore  procurement,  that  is,  use  of  dollars  to  buy  goods  and  services 
in  foreign  countries  for  the  use  of  our  allies,  is  one  approach  to  this 
problem.  The  amounts  involved  are  substantial,  though  the  gestation 
period  is   long.   These  purchases   contribute  toward   a  solution  of  the 
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dollar  problem,  however,  only  to  the  extent  that,  say,  the  purchase  of 
planes  in  France  with  dollars  for  the  use  of  the  European  army  does  not 
reduce  exports  to  dollar  countries  or  increase  imports.  Had  the  planes 
not  been  produced,  the  exports  might  have  been  larger  and  imports 
smaller. 

All  kinds  of  suggestions,  which  are  summarized  in  Chapter  24,  have 
been  made  for  accelerating  the  rate  of  private  investments,  but  there  are 
serious  obstacles.  Some  countries  prefer  public  loans  or  grants,  in  part 
because  in  their  view  private  lending  is  unstable  and  badly  allocated 
among  countries  and  industries.  (Public  lending  shares  these  weaknesses 
to  some  extent. )  The  profit  motive  does  not  always  yield  the  borrowing 
country  or  the  world  the  allocation  of  investment  funds  deemed  con- 
sistent with  national  and  free-world  interests.  The  effect  of  tax  conces- 
sions and  guarantees  against  loss  of  principal  as  weapons  for  stimulating 
foreign  investment,  limited  by  considerations  of  equity  and  protection 
of  the  national  budget,  is  not  likely  to  be  great. 

In  one  sense,  loans  and  even  grants  may  not  help  greatly.  If  they  are 
matched  by  a  corresponding  increase  of  imports  by  the  favored  country, 
then  the  pressure  on  the  dollar  market  is  not  relieved.  Ultimately  a  rise 
of  productivity,  and  hence  more  exports  and  less  imports  associated  with 
the  inflow  of  funds,  may,  however,  be  significant.2 

Loans  and  grants  merely  put  off  the  day  of  reckoning  unless  the  effect 
is  to  provide  the  basis  of  more  exports  and /or  less  imports  for  the 
recipient  countries.  The  main  advantages  of  this  approach  are  that  the 
transitional  effects  of  a  relative  rise  of  imports  for  the  United  States  is 
spread  over  a  much  longer  time  than  if  adjustment  were  to  be  made  by 
relaxation  of  trade  barriers,  and  the  costs  of  the  adjustment  are  spread 
more  widely.  In  so  far  as  the  effects  are  to  build  up  the  economies  of 
the  borrowing  countries  in  the  manner  suggested  in  Chapter  24,  then 
the  burden  is  reduced  pari  passu  with  the  rise  of  their  income  and  the 
disturbing  effects  of  more  imports  for  the  United  States  economy  are  re- 
duced with  our  rise  of  income  (again  see  Chapter  24). 

It  is  easy  to  exaggerate  the  economic  gains  for  the  countries  receiving 
foreign  assistance,  especially  if  it  is  assumed  too  readily  that  industrial- 
ization always  brings  higher  incomes.  In  many  instances,  the  quest  for 
industrialization  goes  too  far,  and  the  effects  may  often  be  reduced, 
rather  than  increased,  income.  On  the  other  hand,  many  countries  would 
gain  through  more  productive  agriculture  as  capital  comes  in  and  more 
secondary  and  tertiary  employment  absorbs  the  working  population 
released  from  the  farms;  but  the  estimates  of  gains  may  be  excessive. 

It  should  not  readily  be  assumed  that  the  underdeveloped  countries 

2  See  the  interesting  paper  by  E.  Nevin,  "U.S.  Foreign  Investments  and  Dollar 
Shortage:  A  Comment,"  Review  of  Economics  and  Statistics,  November,  1954. 
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can  absorb  unlimited  sums  of  money.  There  must  be  years  and  even 
decades  of  preparation.  Some  hypothetical  figures  appear  in  Chapter 
24.  The  amount  made  available  will  depend  also  upon  other  demands  on 
the  developed  countries  inclusive  of  military,  their  state  of  employment 
(the  more  unemployment,  the  greater  the  income  offsets  to  lending  or 
giving),  the  profitability  of  their  domestic  investments,  the  treatment 
of  foreign  capital  abroad,  etc.  It  should  be  noted,  however,  that  the 
treatment  of  cyclical  or  even  secular  unemployment  in  developed  coun- 
tries through  foreign  assistance  or  loans  might  require  a  different  timing 
of  dollar  aid  than  that  which  is  required  for  the  solution  of  the  dollar 
shortage. 

How  effective  loan  programs  will  be  depends  also  upon  the  conditions 
of  financing.  When,  for  example,  as  in  our  direct  investments  in  the  first 
postwar  decade  returns  come  to  15  per  cent  a  year,  within  less  than  a 
decade,  repayments  on  the  assumption  of  a  steady  flow  of  X  loans  per 
year  will  exceed  the  new  investment  to  be  made.  (Reinvestment  abroad 
will  ease  the  situation  to  some  extent. )  It  makes  a  tremendous  difference 
whether  the  return  is  6  or  2  per  cent,  whether  there  is  a  provision  for 
amortization  or  there  is  not.  With  high  returns  and  amortization  in, 
say,  twenty  years,  a  long-term  lending  program  is  not  likely  to  be 
practical. 

Finally,  we  shall  note  that  the  substitution  of  loans  or  grants  for 
tariff  liberalization  is  subject  to  this  reservation.  It  may  not  be  possible 
to  pinpoint  this  kind  of  aid  to  the  countries  that  might  profit  from  tariff- 
liberalization  measures,  though  the  nearer  to  convertibility,  the  easier 
the  spreading  of  the  advantages  of  loans  or  grants  to  all  countries. 

Free  Exchange  Rates 

One  approach  toward  balancing  the  dollar  account  is  a  reduction  of 
costs  and  prices  by  nondollar  countries  and  hence  more  exports  and  less 
imports.  The  reasons  for  the  failures  to  adjust  under  gold  are  given  in 
Chapters  9  to  12  and  need  not  be  repeated  here. 

Disappointment  with  the  workings  of  gold  accounts  in  part  for  the 
more  recent  emphasis  on  flexible  exchanges.  Why  not  cut  the  value  of 
the  pound  sterling?  Would  not  prices  of  British  exports  on  export 
markets  fall  and  of  imports  rise  in  pounds  sterling?  Would  not  British 
exports  rise  and  imports  fall?  Many  insist  that  with  appropriate  move- 
ments of  exchange  rates,  the  problem  of  dollar  disequilibrium  would  be 
solved.  The  International  Monetary  Fund  operates  largely  on  this 
premise.  The  pitfalls  of  adjustment  through  exchange  rates  are  suggested 
in  Chapter  11  (also  cf.  Chapter  18). 

The  British  experience  since  1949  discussed  in  Chapter  25  reveals  that 
with  inflationary  pressure  extant,  it  is  not  easy  to  keep  export  prices  from 
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rising  as  much  as  the  price  of  dollars,  and  hence  the  world  price  does  not 
fall  vis-a-vis  prices  of  competitors.  In  fact,  though  the  pound  sterling 
declined  by  44  per  cent  in  terms  of  the  dollar  from  1937  to  1952  and 
all  nondollar  currencies  (except  Iron  Curtain  countries)  by  about  90 
per  cent,  the  dollar  problem  is  far  from  solved.  The  competitive  position 
of  the  United  States  has  actually  improved,  as  is  apparent  from  an  ex- 
amination of  trade  and  gold-reserve  figures.  Although  British  manu- 
facturing wage  rates  corrected  for  exchange  movements  reveal  a  large 
competitive  gain  for  the  British,  they  do  not  when  these  figures  are  cor- 
rected for  all  wage  rates  and  for  the  relative  rise  of  productivity  in  the 
United  States.  Export  prices  on  world  markets  of  British  goods  have  not 
fallen  vis-a-vis  those  of  the  United  States,  despite  the  much  smaller  rise 
of  manufacturing  wages  in  Great  Britain  and  the  44  per  cent  de- 
preciation.3 

In  the  Great  Depression,  exchange  depreciation  seemed  to  help  those 
countries  that  embraced  it.  But  the  situation  was  different  from  that  in 
the  post-World  War  II  period.  The  problem,  then,  was  not  only 
balancing  accounts  as  in  the  earlier  period  but  primarily  treating  unem- 
ployment. Hence,  with  deflation  rampant  and  with  inflation  not  threaten- 
ing, prices  in  depreciated  currencies  did  not  rise  so  much  as  the  price  of 
gold,  and  hence  depreciation  really  cut  world  prices  as  it  did  not  in  the 
years  from  1939  to  1952.  Conditions  were  also  conducive  to  an  expansion 
of  goods  for  export  markets.  The  slower  rate  of  growth  of  exports  than 
in  the  post- World  War  II  period  is  explicable  by  the  depressed  state  of 
demand  in  the  thirties,  not  by  low  elasticity  of  supply.  The  depreciation 
was  effective  in  still  another  way  in  the  thirties:  The  cost  of  imports  in 
domestic  currencies  rose  greatly,  and,  therefore,  not  only  were  imports 
reduced  but  import-competing  industries  were  stimulated.  In  the  later 
period,  exchange  depreciation  could  contribute  little  toward  restricting 
imports,  for  these  had  already  been  rationed  by  licensing,  and  despite 
depreciation  the  outbreak  of  the  Korean  War  resulted  in  a  greater  rise  of 
imports  than  exports.  In  fact,  all  sterling  countries,  despite  their  sub- 
stantial depreciation  since  1949,  suffered  a  relative  deterioration  in  their 
proportion  of  world  trade  in  the  next  few  years — not  so  the  rest  of 
Western  Europe. 

Too  much  should  not  then  be  expected  from  flexible  exchanges, 
though  appropriate  exchange  rates  may  reduce  the  extent  of  imbalance. 
With  a  very  large  imbalance,  with  serious  shortages  at  home,  a  large 
depreciation  may  still  fall  far  short  of  balancing  accounts.  Is  not  the 
experience  of  1938  to  1952  for  all  nondollar  countries  decisive  on  this 
point?  The  commodities  may  not  be  available  for  the  export  market,  and 
if  they  are  made  available,  serious  effects  on  motivation  and  on  political 

3  Cf.  Chap.  25  for  a  more  extended  discussion. 
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stability  associated  with  the  ensuing  sacrifices  at  home  may  follow, 
especially  if  imports  are  drastically  cut.  I  need  not  discuss  again  all 
the  obstacles  to  a  large  rise  of  exports  following  a  depreciation.4 

Adequacy  of  Reserves  and  the  Price  of  Gold 

In  the  1930s,  devaluation  was  widespread,  and  when  it  was  all  over, 
the  price  of  gold  on  the  average  had  risen  about  two-thirds  in  terms  of 
domestic  currencies.  The  result  was  a  stimulation  in  the  output  of  gold 
and  a  large  increase  in  the  value  of  gold  reserves  both  on  absolute 
terms  and  in  relation  to  total  trade  and  production.  But  from  1936  to  1955, 
wholesale  prices  in  dollars  rose  by  at  least  100  per  cent  (international 
commodities  even  more)  while  the  price  of  gold  remained  unchanged. 
Moreover,  both  the  production  of  goods  and  services  and  trade  have 
risen  greatly  since  the  thirties.  It  is  not  surprising,  then,  that  there  is 
much  discussion  of  the  need  of  a  rise  in  the  price  of  gold.  That  the  non- 
dollar countries  would  especially  profit  from  an  increase  in  the  price  of 
gold  adds  weight  to  the  arguments  adduced.  Mr.  Roy  Harrod  has  even 
gone  so  far  as  to  contend  that  a  rise  in  the  price  of  gold  equal  to  that  in 
the  prices  of  international  commodities  would  erase  the  dollar  gap. 

The  United  States  has  a  special  interest  in  the  determination  of  the 
appropriate  price  of  gold.  (Under  the  charter  of  the  International 
Monetary  Fund,  the  price  of  gold  may  be  changed,  but  it  would  require 
approval  of  the  United  States. )  Our  special  interest  stems  from  the  fact 
that  this  country  is  the  primary  purchaser  of  gold,  and  in  exchange  we 
give  our  goods,  services,  and  property  rights.  A  higher  price  would  mean 
more  goods  at  the  expense  of  the  American  economy — at  least  until 
prices  had  responded  to  the  rise  in  the  price  of  gold.  In  making  a 
decision,  we  would  be  influenced  by  two  other  considerations: 

1.  Goods  would  be  given  away  on  the  basis  of  availability  of  gold 
abroad  and  not  necessarily  in  accordance  with  this  country's  political 
objectives. 

2.  A  doubling  in  the  price  of  gold  (a  frequent  proposal)  would 
endanger  the  stability  of  our  price  level.  With  gold  value  increased  by 
$22  billion,  the  government  might  indeed  solve  its  budgetary  problems 
temporarily  (in  fact,  this  is  one  of  the  strong  appeals  of  revaluation  of 
gold:  foreign  aid  without  a  cost  to  the  taxpayer),  but  it  would  have  to 
take  drastic  measures  to  offset  the  effects  of  a  rise  in  its  deposits  of  $22 
billion.  Should  the  money  be  spent,  bank  reserves  would  be  increased 
by  an  equal  amount,  thus  providing  a  foundation  for  about  $100  billion 
of  additional  money.  Even  if  securities  held  by  the  banks  and  public 
were  redeemed,  the  effects  would  be  inflationary:  Reserves  of  banks 
would  rise.  Only  if  the  additional  cash  were  used  to  purchase  securities 

4Cf.  Chaps.  11,  16,  and  25. 
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held  by  the  Reserve  banks  would  the  potential  inflationary  effects  be 
offset.  Could  we  count  on  such  a  courageous  attack?  It  is  not  likely,  as 
the  1933-1934  episode  suggests.  Incidentally,  one  serious  count  against 
revaluation  rests  on  the  fact  that  whereas  revaluation  might  be  strongly 
supported  in  a  great  deflation,  it  is  more  difficult  to  support  a  rise  in  the 
price  of  gold  when  inflation  has  been  the  great  threat. 

A  revaluation  of  gold  raises  many  complex  problems.  What  is  the 
appropriate  rise?  Should  the  required  supply  of  gold  reserves  be  related 
to  trade  or  prices?  To  what  base  year  should  the  ratio  of  gold  to  trade 
or  prices  be  tied?  To  1938,  when  gold  was  more  than  adequate  partly 
because  trade  was  low,  or  1928,  when  gold  may  have  been  somewhat 
deficient?  How  is  allowance  made  for  the  economies  of  gold  related  to 
the  flow  into  reserves  since  the  twenties  and  even  thirties,  for  the  greater 
use  of  controls  of  trade  and  capital  and  hence  smaller  dependence  on 
gold  movements,  for  greater  readiness  to  use  exchange  flexibility  and 
hence  less  dependence  on  gold?  Is  adequacy  measured  by  the  total 
amount  of  gold?  Or  is  maldistribution  considered?  Is  the  measure  of 
adequacy  given  by  gold  availability,  or  gold  and  exchange?  (On  these 
issues,  see  Chapter  26.)  Can  we  be  certain  that  a  rise  in  the  price  of 
gold,  say,  by  100  per  cent  will  provide  a  corresponding  amount  of 
dollars?  Obviously,  much  will  depend  on  the  rise  of  gold  output  and 
the  use  to  which  the  dollars  are  put  (to  buy  more  dollar  goods  by  gold 
countries  or  more  goods  in  nondollar  countries  or  to  build  up  reserves 
or  hoards?). 

Convertibility 

It  is  not  likely  that  free  convertibility,  that  is,  the  freedom  to  exchange 
one  currency  for  another,  a  privilege  withheld  in  most  countries  as  late 
as  1957,  will  contribute  toward  a  solution  of  the  dollar  problem.  In  fact, 
inconvertibility  is  a  measure  taken  in  large  part  to  conserve  dollars. 
Hence  convertibility  awaits  a  solution  of  the  imbalance  in  international 
accounts — whether  the  attack  is  through  United  States  liberalization  of 
trade,  rising  incomes  in  the  United  States,  increased  capital  exports 
and/or  assistance  from  the  United  States,  improved  competitive  position 
inclusive  of  appropriate  monetary  and  fiscal  policies  for  nondollar  coun- 
tries, and  recourse  to  exchange  flexibility  by  countries  faced  with  adverse 
balances.  It  follows  that  a  return  to  convertibility  through  recourse  to 
increased  restrictions  on  trade  or  a  rise  in  dependence  on  foreign  aid 
would  constitute  a  sham  victory. 

From  all  this  it  is  suggested  that  convertibility  is  the  last  step  in  a 
return  to  international  relations  primarily  based  on  adjustments  of  the 
free  market.  That  does  not  mean  that  no  steps  toward  convertibility 
should  be  taken  until  all  abnormal  restraints  on  trade  are  removed,  but 
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it  does  seem  sensible  not  to  embark  on  convertibility  at  least  until  sub- 
stantial progress  has  been  made  toward  a  balancing  in  the  dollar  account 
without  recourse  to  large  programs  of  unorthodox  restrictions  on  trade. 
A  premature  return  is  likely  to  result  in  increased  pressures  to  introduce 
restrictive  measures  as  a  means  of  preserving  convertibility. 

Convertibility  is  not  a  step  toward  the  solution  of  the  dollar  problem. 
It,  in  fact,  should  reflect  a  return  to  more  normal  relations  on  interna- 
tional markets.  Its  objective  is  to  reduce  uneconomic  purchases  and 
production  among  countries.  In  Chapter  27,  I  dwell  at  some  length  on 
the  extent  of  these  uneconomic  diversions  of  trade. 

One  of  the  crucial  issues  upon  which  decisions  on  convertibility  must 
be  made  is  the  adequacy  of  reserves  for  the  countries  returning  to  con- 
vertibility. In  Chapter  26,  I  discuss  this  issue:  estimates  depend  so  much 
upon  the  ratio  of  reserves  to  trade,  the  distribution  of  these  reserves, 
the  base  year  with  which  comparison  is  made,  and  many  other  factors. 
In  1938,  reserves  were  large.  On  one  estimate,  it  would  require  ad- 
ditions of  more  than  $20  billion  of  reserves  for  nondollar  countries 
to  reestablish  1938  relationships.  But  on  the  basis  of  1928,  the  required 
additions  would  be  much  smaller.  In  addition,  it  is  well  to  remember 
that  less  reserves  are  needed  because  of  the  control  of  capital  exports, 
the  greater  recourse  to  exchange  movement  to  hasten  adjustments,  the 
availability  of  international  agencies  for  temporary  help,  the  greater 
awareness  of  the  relation  of  domestic  policies  and  international  dis- 
equilibrium, and  the  more  potent  weapons  available.  In  some  other 
respects,  the  situation  may  be  less  favorable.  In  particular,  chaotic 
political  conditions  and  volatile  changes  in  the  terms  of  trade  are  rele- 
vant. 

Should  convertibility  be  a  decision  for  the  United  Kingdom  alone  or 
for  all  European  Payments  Union  (EPU)  countries?  Obviously  there 
are  dangers  that  other  EPU  countries  might  use  the  United  Kingdom  as 
a  channel  for  draining  dollars  should  the  latter  resume  convertibility 
without  association  with  the  EPU  countries  or  at  least  without  agree- 
ments concerning  purchases  and  sales  in  the  United  Kingdom  (balances 
could  be  built  up  by  buying  less  and  selling  more  in  the  United  King- 
dom) and  without  agreements  concerning  the  treatment  of  large  credits 
built  up  by  these  countries.  It  might  be  necessary  to  limit  convertibility 
of  sterling  thus  acquired  by  Continental  countries  at  least  temporarily. 

Some  Aspects  of  Trade  and  the  Dollar  Shortage 

On  the  whole,  the  newer  countries  tend  to  expand  their  trade  much 
more  rapidly  than  the  older  ones.  With  some  major  countries  expanding 
their  proportions  of  world  trade  by  50  per  cent  since  before  the  war 
and  others  losing  heavily,  it  might  be  expected  that  this  symptom  of 
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greater  growth  and  increased  competitive  position  for  some  would  em- 
barrass the  countries  losing  ground  relatively  or  absolutely — at  least  for 
a  time. 

To  some  extent  the  countries  suffering  from  a  shortage  of  dollars  try 
to  protect  themselves  Jby  introducing  preferential  arrangements  (e.g., 
EPU  and  sterling  convertibility),  thus  drawing  trade  into  noneconomic 
channels  although  increasing  trade,  and  also  by  discrimination  against 
exports  from  the  dollar  countries  in  other  ways.  Thus,  we  can  explain 
the  large  contribution  toward  closing  the  dollar  gap  made  by  reductions 
of  imports  from  dollar  countries.  But  it  should  be  observed  that  closing 
the  dollar  gap  in  this  manner  is  not  a  genuine  approach  toward  equi- 
librium, for  what  is  involved  is  the  imposition  of  controls  restricting 
trade  and  uneconomic  production — not  adjustments  of  a  free  market. 
In  the  later  years  of  the  first  postwar  decade,  Western  Europe  gained 
also  in  her  sales  to  dollar  countries. 

Despite  the  heroic  measures  taken,  however,  Western  Europe  and 
other  countries  continued  to  suffer  from  an  imbalance  in  the  dollar 
market  during  the  1950s.  A  major  explanation  has  been  the  inadequate 
contribution  made  by  third  countries  toward  solving  Western  Europe's 
problems  and  the  deterioration  in  the  terms  of  trade  (especially  in  the 
case  of  the  United  Kingdom).  There  is  some  evidence  also  that  Euro- 
pean economies,  especially  the  United  Kingdom,  have  been  tethered 
excessively  to  industries  that  are  not  expanding  and  even  declining. 

The  fact  that  third  countries  made  such  a  small  contribution  had 
serious  effects.  Had  Europe  been  able  to  obtain  supplies  from  third 
countries  as  anticipated  and  to  capture  a  substantial  part  of  these  third 
markets  from  the  United  States  (aside  from  unrequited  exports  financed 
by  loans  from  Western  Europe)  and  had  the  third  countries  used  in- 
creased supplies  of  dollars  to  purchase  goods  from  Western  Europe  as 
anticipated  (or  at  least  to  a  greater  extent  than  they  actually  did),  then 
the  problems  would  have  been  much  less  serious.  Indeed,  in  the  early 
fifties  some  progress  had  been  made  by  Europe  in  relying  more  rela- 
tively on  nondollar  sources  of  supplies. 

Unfortunately  the  nondollar  overseas  countries,  especially  other  ster- 
ling countries  and  European  dependencies,  greatly  increased  their  ad- 
verse balance  on  dollar  account,  using  dollar  balances  disproportionately 
to  buy  dollar  goods.  A  number  of  factors  were  responsible:  Capital  im- 
ports from  the  United  States  tended  to  encourage  imports  of  goods  from 
the  United  States,  and  this  country  so  often  had  the  goods  wanted;  war 
and  political  chaos  have  changed  the  pattern  of  world  trade,  although 
as  international  conditions  improve  (if  they  do),  the  old  relationships 
will  tend  to  be  reestablished.  As  Mr.  Lubell  observed  in  a  stimulating 
little   volume,   part   of  Europe's   troubles,   in  the  midst  of  a   changing 
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pattern  of  objectives  of  overseas  countries,  lay  in  her  failure  to  produce 
the  goods  wanted  by  the  outside  world.5  Again  there  is  every  indication 
that  a  residue  of  lost  competitive  power  will  be  felt  by  Europe  and  parts 
of  Asia  as  the  United  States  adapts  its  output  to  Latin  American  wants 
and  these  third  markets  increasingly  realize  that  in  a  troubled  world 
there  is  an  advantage  in  maintaining  trade  relations  with  neighboring 
countries — and  often  even  when  on  the  basis  of  simple  comparative- 
advantage  principles,  it  might  seem  preferable  for  Latin  America,  say, 
to  buy  from  Europe  or  Asia. 

These  remarks  apply  generally  to  the  first  postwar  decade,  but  they 
require  some  modification  in  view  of  the  developments  in  1953  to 
1956.  In  these  years,  the  nondollar  world  gained  vis-a-vis  the  United 
States.  Indeed,  the  gains  were  unevenly  divided  because  the  decline  in 
the  prices  of  agricultural  products  and  especially  of  raw  materials  was 
reflected  in  gains  for  the  nondollar  industrial  countries  especially,  and 
the  gains  are  associated  with  the  rise  in  military  aid  which  accounted 
for  10,  17,  26,  20,  and  15  per  cent  of  exports  of  the  United  States  in  1950, 
1951,  1952,  1953,  and  1954. 

In  the  years  1953  and  1954,  the  gains  of  the  nondollar  world  are 
evident,  for  example,  in  a  decline  of  United  States  exports  by  $100 
million  from  1952  to  1954  as  compared  with  a  rise  for  the  world  of  $3.5 
billion  and  a  decline  of  imports  by  the  United  States  of  $500  million  as 
compared  with  one  of  $900  million  for  the  world.6  In  1955,  this  trend 
continued.  The  Continental  EPU  countries  notably  expanded  their  ex- 
ports to  the  United  States  and  reduced  their  dependence  on  United 
States  imports.  In  other  words,  Western  Europe  was  becoming  less 
dependent  on  the  United  States  sources  for  their  imports  and  were  be- 
ginning to  capture  third  markets  from  the  United  States.  On  the  latter, 
the  General  Agreement  on  Tariffs  and  Trade  has  commented  as  fol- 
lows : 7 

As  regards  trade  with  the  industrial  world  the  largest  change  occurred  in 
North  America's  surplus  on  account  of  primary  products  in  its  trade  with 
Western  Europe.  At  the  same  time,  North  America  in  1953  had  further  in- 
creased its  net  imports  of  manufactured  goods  from  other  industrial  areas. 
The  total  change  in  North  America's  trade  balance  vis-a-vis  the  industrial 
world  between  1951  and  1953  nearly  reached  $1,500  million,  and  it  was 
due  not  only  to  a  large  reduction  in  supplies  of  primary  products  to  other 
industrial  destinations  but  also,  to  the  extent  of  nearly  $400  million,  to  in- 
creased imports  of  manufactures. 

5  S.  Lubell,  The  Revolution  in  World  Trade,  1955,  pp.  80-81. 

6  Figures  from  International  Monetary  Fund,  International  Financial  Statistics, 
June,  1955. 

7  General  Agreement  on  Tariffs  and  Trade,  International  Trade,  especially  pp. 
15-16. 
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The  report  goes  on  to  comment  on  the  large  reductions  of  sales  of 
manufactured  goods  of  North  America  to  primary  producing  regions. 

Along  similar  lines,  the  International  Monetary  Fund  shows  that  the 
United  States  exports  to  regions  other  than  Canada  declined  by  $1,156 
million  in  1953,  with  Western  Europe  accounting  for  more  than  40  per 
cent,  Latin  America  less  than  40  per  cent,  and  other  areas  22  per  cent. 
The  major  losses  were  in  grains  and  preparations  ($420  million),  in 
cotton  ($350  million),  and  in  coal,  iron  and  steel  products,  and  petro- 
leum ($310  million).8 

From  1953  to  1955-1956  the  United  States  generally  lost  ground  rela- 
tive to  the  world  level  of  exports  although  she  rebounded  in  1956.  In 
1954  to  1956,  moreover,  exports  to  the  Western  Hemisphere  and  other 
areas  continued  to  rise,  for  on  the  basis  of  the  first  nine  months  of  1956 
all  exports  were  up  by  more  than  $4  billion,  or  one-third,  compared 
with  1950  to  1953.9 

8  International  Monetary  Fund  Annual  Report,  1954,  p.  20. 

9  Survey  of  Current  Business,  December,  1956,  and  International  Financial  Sta- 
tistics, January,  1957. 


CHAPTER  21 

The  Size  of  the  Dollar  Gap 


A  General  Picture,  1913  to  1953 

Over  a  period  of  forty  years,  the  United  States  exports  of  goods  and 
services  have  exceeded  imports  by  more  than  J>125  billion.  (This  is  ex- 
clusive of  shipments  to  service  United  States  military  forces  abroad.) 
These  summary  figures  suggest  the  magnitude  of  the  dollar  problem. 
For  the  purposes  of  this  discussion,  I  define  the  dollar  gap  as  the  differ- 
ence between  exports  and  imports  of  goods  and  services.  Over  a  period 
of  a  few  years  this  definition  would  be  inadequate. 

How  were  foreigners  able  to  obtain  the  dollars  required  to  cover 
this  deficit  and  thus  pay  for  their  excess  of  imports  of  goods  and  services? 
The  major  contributions  to  cover  a  deficit  in  excess  of  $125  billion 
through  1953  were  as  shown  in  Table  21-1. 

1.  Unilateral  transfers,  which  are  primarily  grants  by  the  United 
States  government,  were  substantial  contributions.  Approximately  $85 
billion,  or  roughly  two-thirds  of  the  total  (68  per  cent),  was  met  by 
unilateral  transfers,  or  "gift"  dollars. 

2.  Almost  $29  billion,  or  23  per  cent,  was  covered  by  movements  of 
capital,  that  is,  by  purchases  of  securities  from  foreigners  or  direct  in- 
vestments abroad  by  Americans.  This  total  includes  also  repurchases  of 
United  States  securities  or  properties  by  Americans  and,  of  course,  the 
short-term  capital  movements.1  From  these  totals  are  deducted  capital 
imports  into  the  United  States. 

Elsewhere  we  shall  deal  with  the  problem  of  losses  involved  in  capital 
movements.  A  dollar  of  capital  movement  should  not  be  treated  in  the 
same  manner  as  a  dollar  of  unilateral  grant.  Returns  on  the  investment 
are  obtained,  and  presumably  an  asset  is  acquired.  (But  note  that  de- 
spite $29  billion  of  investment  abroad  since  1914,  the  net  investments 
abroad  of  this  country  were  only  $15.7  billion  in  1951.  Some  investments 

1  For  example,  deposits  of  foreigners  in  American  banks,  or  purchases  of  short- 
term  Treasury  bills  minus  deposits  abroad,  etc.,  by  Americans. 
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Table  21-1.  Dollar  Gap  and  Coverage,  1914  to  1953 
(In  billions  of  dollars) 


339 


Deficit  of 

Gold 

Errors, 

Year 

dollars, 

Unilateral 

Capital" 

(net  pur- 

omissions, 

current 

transfers 

(net  outflow) 

chases, 

transfers, 

account 

U.S.) 

etc. 

1914-1918 

10.8 

0.4 

11.4 

1.0 

2.1 

1919-1920 

8.3 

1.7 

3.7 

0.2 

3.2 

1921-1930 

11.8 

3.7 

5.4 

1.8 

1.1 

1931-1939 

4.6 

1.8 

5.0" 

10.5 

2.5 

1940-1945 

40.6 

41.8 

1.6'' 

2.3 

1.5 

1946-1953c 

49.5 

35.6 

15. 0d 

0.2e 

3.7^ 

125.6 

85.0 

28.9 

15.6 

a  Includes  government  capital. 

6  Net  inward  movement  of  capital. 

c  1953,  based  on  figure  for  nine  months  (Since  adjusted). 

d  The  Randall  Commission  gives  long-term  private  investments  as  $9.0  billion  from 
1944  to  1952,  but  this  includes  $5.5  billion  of  reinvested  earnings.  These,  of  course,  do 
not  provide  dollars.  In  the  five  years  1948  to  1952,  government  investments  were 
$2.3  billion  additional.  Randall  Commission  Staff  Papers,  pp.  80-81. 

e  Net  loss  of  gold. 

/  For  1946  to  1951  only. 

sources:  1914-1920,  U.S.  Census,  Historical  Statistics  of  the  U.S.,  1789-1945;  1921- 
1939,  U.S.  Department  of  Commerce,  The  United  States  in  the  World  Economy,  1943; 
1940-1945,  U.S.  Department  of  Commerce,  The  Balance  of  Payments,  1940-1945; 
1946-1951,  U.S.  Department  of  Commerce,  The  Balance  of  Payments,  1946-1948,  and 
The  Balance  of  Payments,  1949-1951;  1952,  1953,  Survey  of  Current  Business,  Decem- 
ber, 1953,  and  Bell  Report. 

were  lost,  and  foreigners  had  invested  here.2 )  An  estimate  for  investments 
abroad  at  the  end  of  1952  was  $23.1  billion  of  private  investment  and 
$14.4  billion  of  government  investment.3  By  1953,  net  income  on  in- 
vestments was  $1,899  million,  and  net  payments,  $448  million.4  In  fact, 
the  dollar  problem  is  aggravated  because  in  1952  United  States  income 
receipts  from  foreign  investment  were  $1,819  million.  The  pressure  on 
the  dollar  market  would  have  been  much  greater  had  not  $861  million  of 
$2,680  million  of  total  earnings  been  retained  abroad.5 

3.  An  inflow  of  gold  accounted  for  $15  billion,  or  12  per  cent  of  the 
total.  I  would  be  inclined  to  classify  gold  receipts  in  the  same  manner 
as   unilateral  receipts.   In   exchange  we   gave  goods   and  services.   We 

2  U.S.  Department  of  Commerce,  Balance  of  Payments  of  the  United  States, 
1949-1951,  p.  162. 

3  Randall  Commission  Staff  Papers,  p.  79. 

4  Survey  of  Current  Business,  March,  1954,  pp.  22-23. 

5  "Income  on  United  States  Foreign  Investments,"  Survey  of  Current  Business, 
December,  1955,  pp.  8ff. 
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could  well  dispense  with  much  of  this;  it  is  not  likely  that  much  of  it 
will  go  out  in  the  visible  future  in  payment  for  goods  and/or  services. 
Foreign  nations  want  food,  raw  materials,  and  machinery.  Indeed,  they 
would  accept  some  gold  to  strengthen  their  reserves,  but  not  substan- 
tially in  place  of  commodities  and  services  they  need.  The  accumulation 
of  reserves  in  1952  to  1956  by  foreign  countries  shows  that  they  are 
ready  to  substitute  gold  and  dollars  for  goods  and  services  to  some 
extent.  The  accumulation  of  dollars  cuts  our  reserves. 

4.  Errors,  omissions,  etc.,  are  a  substantial  item.  To  a  considerable 
degree,  they  may  be  short-term  capital  movements. 

World  War  I  and  Aftermath 

The  contribution  of  these  three  factors  varied  in  different  periods. 
Thus,  in  World  War  I,  capital  movements  exceeded  the  adverse  balance 
of  $10.8  billion,  and  besides  these  loans,  the  United  States  purchased 
more  than  $1  billion  of  gold.  Of  course,  these  capital  exports  were  pri- 
marily government  loans,  never  to  be  repaid,  and  hence,  in  fact,  were 
a  form  of  unilateral  transfers.  Estimates  for  this  period  are  only  roughly 
accurate.  Errors,  omissions,  etc.,  amounted  to  more  than  $2  billion. 

In  the  two  postwar  years  (1919-1920),  the  shortage  of  dollars  was 
$8.3  billion.  In  this  period,  the  facts  are  rather  obscure.  Unilateral  trans- 
fers accounted  for  $1.72  billion  (21  per  cent);  capital  movements,  $3.71 
billion  (45  per  cent);  gold,  $234  million  (3  per  cent);  and  errors  and 
omissions  are  a  large  item. 

The  Twenties 

The  outside  world,  with  an  adverse  balance  of  $11.8  billion,  con- 
tinued to  experience  difficulties  in  the  twenties.  Capital  exports  by  this 
country  ($5.4  billion)  and  unilateral  (primarily  private)  transfers  ($3.7 
billion),  purchases  of  gold  here  ($1.8  billion),  and  errors  and  omissions 
($1.1  billion)  account  for  the  adverse  balance.  This  was  the  period  of 
great  prosperity  in  this  country  reflected  in  exports  of  capital,  inadequate 
imports  in  part  as  a  result  of  tariff  policy,  and  large  gains  of  productivity 
here.  Europe  felt  the  pressure  in  reduced  reserves.  The  failure  of  prices 
to  rise  adequately  here,  despite  the  inflow  of  gold,  prevented  the  re- 
quired rise  of  imports  or  retardation  of  exports. 

The  Thirties 

What  of  the  dismal  thirties?  Indeed,  the  adverse  balance  of  the  out- 
side world  on  current  account  was  cut  to  $4.64  billion,  or  by  more  than 
60  per  cent — a  smaller  cut  if  allowance  is  made  for  the  decline  in  prices. 
But  the  dollar  problem  was  even  more  serious  than  in  the  prosperous 
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twenties.  Gold  purchases  by  the  United  States  were  no  less  than  $10.5 
billion  net,  or  more  than  twice  the  deficit  on  current  account.  In  this 
way,  the  world  paid  for  $5  billion  of  capital  shipped  to  this  country  and 
$4.6  billion  adverse  balance  on  current  account.  Despite  depression 
and  reduced  income  here,  fears  of  war  and  depression  abroad  accounted 
for  the  net  movement  of  capital  from  the  impoverished  world  to  the 
United  States,  which  was  still  the  richest  nation  on  earth. 

World  War  II 

In  the  war  years  1940  to  1945,  the  dollar  shortage  amounted  to  more 
than  $40  billion,  and,  of  course,  unilateral  transfers  (Lend-Lease  pri- 
marily) provided  foreign  nations  with  the  dollars  to  cover  these  de- 
mands. Capital  movements  (a  net  inflow)  and  ^old  inflow  (more  than 
$2  billion )  were  relatively  unimportant. 

1946  to  1953 

In  the  eight  postwar  years  1946  to  1953  the  deficit  in  the  dollar  ac- 
count was  almost  $50  billion,  or  $9  billion  in  excess  of  the  six-year  war- 
time deficit  (in  dollars  of  reduced  value,  however).  Unilateral  grants 
(primarily  public)  provided  more  than  two-thirds,  and  capital  move- 
ments (public  and  private)  accounted  for  less  than  one-third.  Gold 
movements  were  relatively  unimportant  for  the  period  as  a  whole, 
though  transfers,  omissions,  errors,  etc.,  were  equal  to  almost  10  per  cent 
of  the  total. 

In  relation  to  national  income  and  imports,  the  gap  has  been  signif- 
icant. For  the  forty  years  1914  to  1953,  the  gap  amounted  to  $126  billion, 
or  2.8  per  cent  of  the  $4,476  billion  of  national  income  and  73  per  cent 
of  the  $172  billion  of  our  imports.6  Unilateral  transfers  of  $85  billion 
amounted  to  1.9  per  cent  of  the  national  income.  Imports,  in  turn, 
amounted  to  3.8  per  cent  of  the  national  income*  In  general,  the  gap 
tends  to  be  large  relative  to  income  in  wartimes  (4.9  and  5.4  per  cent 
in  World  War  I  and  World  War  II)  and  to  decline  in  times  of  peace. 
(But  note  that  in  1919-1920  the  gap  was  5.4  per  cent  of  incomes  as 
against  2.1  per  cent  in  1946  to  1953.)  As  a  percentage  of  imports,  the 
gap  was  97  per  cent  in  World  War  I  and  151  per  cent  in  World  War  II, 
and  for  the  forty  years  involved,  73  per  cent  of  imports.  In  other  words, 
imports  would  have  had  to  rise  by  three-quarters  to  eliminate  the  gap 
(by  150  per  cent  in  World  War  II  and  by  60  per  cent  in  1946  to  1953). 
Yet  the  tendency  has  been  for  imports  to  decline  as  a  percentage  of 

6  Possibly  about  $15  billion  accumulated  in  dollars  by  foreign  central  banks  should 
be  deducted,  and  note  that  military  exports  ( grants )  are  included. 
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national  income,  though  by  1953  imports  had  reached  4  per  cent  of 
national  income.  These  over-all  figures  point  to  the  importance  of  the 
gap  and  the  vast  improvement  in  imports  which  would  be  required  if 
the  gap  were  to  be  eliminated  in  this  manner.  In  1955  and  1956  the  ex- 
cess of  exports  was  roughly  1  and  1.5  per  cent  of  national  income,  a  sub- 
stantially smaller  figure  than  for  the  preceding  period  of  forty  years. 

For  the  purpose  of  this  discussion,  I  have  defined  the  gap  as  the  excess 
of  United  States  exports  of  goods  and  services  over  imports  of  goods 
and  services.  Some  may  prefer  to  measure  the  gap  by  the  amount  of 

Table  21-2.  Dollar  Gap,  Unilateral  Transfers,  Imports,  and  National  Income, 

1914  to  1953  and  by  Shorter  Periods 

(In  percentages) 


Period 

Imports  to 

U.S.  national 

income 

Dollar  gap  to 

U.S.  national 

income 

Dollar  gap  to 
U.S.  imports 

Unilateral 

transfers  to 

imports 

1914*-1918 

5.0 

4.9 

97 

3.6 

1919-1920 

6.1 

5.4 

89 

18.4 

1921-1930 

4.8 

1.3 

31 

9.7 

1931-1939 

3.7 

0.9 

24 

9.2 

1940-1945 

3.1 

4.7 

151 

156 

1946-1953 

3.5 

2.1 

59 

38 

1914-1953 

3.8 

2.8 

73 

49 

*  July  1,  1914. 

source:  See  Table  21-1.  National-income  figures  for  private  income,  1914  to  1928, 
from  Historical  Statistics  of  the  United  States,  1789-1945,  p.  14  (adjusted  on  the  basis 
of  1929  to  1938  figures  of  private  income  and  Department  of  Commerce  figures  for 
1929  to  1938). 


unilateral  transfers  ( $85  billion,  or  two-thirds  of  the  $125.6  billion  excess 
of  exports).  Unilateral  transfers  were  much  larger  relatively  after  1940 
than  in  the  years  1914  to  1920,  but  it  should  be  noted  that  most  of  the 
capital  loans  of  $12  million  in  World  War  I  were  repudiated.  Unilateral 
transfers  understate  the  gap,  because  they  exclude  capital  loans  which 
proved  to  be  unilateral  transfers,  gold  shipped  here  which  the  rest  of 
the  world  could  not  spare,  and  no  allowance  is  made  for  abnormal  re- 
strictions on  United  States  imports,  without  which  imports  would  have 
been  much  larger. 

This  survey  of  the  balance  of  payments  shows  that  the  world  has 
been  short  of  dollars  since  1913  at  any  rate.  Undoubtedly,  an  important 
part  of  the  explanation  is  the  burden  put  upon  the  dollar  market  by  the 
two  great  wars,  but  it  is  also  significant  that  in  the  prosperous  twenties 
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and  the  depressed  thirties,  the  dollar  problem  was  still  acute.  In  the 
twenties,  it  was  generally  held  that  the  return  to  gold  by  the  British 
(with  an  accompanying  loss  of  competitive  power,  as  costs  did  not  fall 
with  a  higher- valued  pound  sterling)  and  the  pressure  of  reparations 
payments  strengthened  dollar  disequilibrium.  But  substantial  outward 
capital  movements  from  this  country  relieved  the  strain.  In  the  thirties, 
the  situation  became  more  serious  despite  an  epidemic  of  devaluations 
abroad.  The  strain  upon  the  dollar  market  became  unbearable  as  capital 
fled  Europe  and  prices  of  food  and  raw  materials  of  the  underdeveloped 
countries  tumbled.  Europe  gained  directly  from  lower  prices  of  imports 
but  lost  as  the  banker  of  underdeveloped  countries  and  the  seller  of 
goods  to  these  countries.  Devaluation  was  not  equal  to  the  task  im- 
posed upon  it:  Gold  poured  into  the  United  States. 

In  the  fourteen  years  1940  to  1953,  the  average  dollar  deficit  was  $6.5 
billion,  a  deficit  financed  largely  by  United  States  government  aid.  The 
shortage  was  as  serious  in  the  postwar  as  in  the  war  period,  though 
when  allowance  is  made  for  changes  in  the  value  of  the  dollar  and  also 
for  rising  average  real  income  in  this  country  and  the  dollar  gains  in 
world  trade,  the  dollar  gap  might  be  considered  less  serious  than  in  the 
war  period.  The  reader  is  also  reminded  of  some  comments  in  the  pre- 
ceding discussion  which  suggest  that  there  was  some  improvement  in 
1953  to  1956  over  the  preceding  years. 

In  1954,  the  dollar  problem  was  still  troublesome.  After  showing  that 
in  the  2%  years  terminating  in  the  third  quarter  of  1954  the  United 
States  had  made  $7.8  billion  available  through  military  grants,  military 
expenditures,  and  offshore  purchases  (the  last  2%  years),  the  Economic 
Commission  for  Europe  concluded  as  follows:  "Clearly,  therefore, 
the  'dollar'  gap  as  such  has  not  yet  disappeared;  in  the  absence  of 
these  extraordinary  disbursements  of  dollars  Western  Europe  would 
have  had  either  to  pay  out  gold  and  dollars  to  the  United  States  in  each 
period  to  the  extent  shown  in  the  table,  or  to  make  other  painful  ad- 
justments."7 

In  1954,  the  United  States  excess  of  exports  of  goods  and  services 
was  $4,938  million  ($4,841  million  in  1953);  unilateral  transfers,  $5,274 
million  ($6,707  million  in  1953);  United  States  capital  net  outflow, 
$1,437  million  ($597  million  in  1953);  gold  sales,  $298  million  ($1,163 
million  in  1953).  The  dollar  market  improved  to  some  extent  in  1954, 
in  part  because  of  increased  capital  exports  from  the  United  States  and  in 
part  because  foreign  countries  took  less  gold. 

However,  there  was  still  a  dollar  problem  in  1954  and  to  all  accounts 
in  1955  and  1956.  In  the  first  nine  months  of  1955,  the  United  States 
excess  of  exports  (annual  rate)  was  $3,936  million;  unilateral  transfers 

7  Economic  Commission  for  Europe,  Economic  Survey  of  Europe,  1954,  p.  107. 


344  Some  Aspects  of  Adjustment  in  the  Postwar  Period 

(annual  rate),  $4  billion;  United  States  capital  outflow  (annual  rate), 
$1,236  million.  In  the  years  1953  to  1955  the  outside  world  was  absorb- 
ing its  gains  in  part  by  shipments  of  capital  here:  $1,106  million  and 
$1,438  million  in  1953  and  1954,  respectively,  and  $1,184  million  in  the 
first  nine  months  of  1955. 8  On  the  basis  of  the  first  nine  months  of  1956, 
the  excess  of  exports  was  around  $4.5  billion.9 

8  Survey  of  Current  Business,  June  and  December,  1955. 

9  Op.  cit.,  December,  1956. 


CHAPTER  22 

Tariffs  and  the  Dollar  Gap:  I 


The  Tariff  vs.  Other  Solutions 

In  recent  years,  our  tariff  has  been  attributed  with  a  determining  in- 
fluence on  the  pattern  of  world  trade  and  the  dollar  gap  that  it  does  not 
possess.  Neither  the  large  rise  of  tariffs  in  the  pre-New  Deal  days  nor 
a  reduction  in  rates  of  three-quarters,  associated  partly  with  the  Trade 
Agreements  Program  and  partly  with  the  rise  of  prices  and  accompany- 
ing reduction  of  protection  where  specific  rates  are  applicable  (e.g.,  the 
rate  of  10  cents  per  yard  becomes  less  restrictive  when  the  price  rises 
from  50  cents  to  1  dollar  per  yard ) ,  has  been  so  potent  in  reducing  trade 
in  the  earlier  years  or  in  increasing  trade  in  the  later  years  as  is  fre- 
quently assumed.1 

Time  and  again  it  has  been  shown  (see  also  Chapters  23  and  28) 
that  income  is  the  crucial  factor  in  determining  imports,  particularly  in 
the  United  States,  where  a  large  proportion  of  imports  consists  of  raw 
materials,  the  imports  of  which  are  tied  to  output,  and  luxuries  and 
service — luxuries  are  also  highly  sensitive  to  income  changes.  The  de- 
cline of  income  in  the  thirties  and  the  rise  since  have  been  far  more 
decisive  in  determining  the  level  of  imports  than  have  tariff  changes. 
That  imports  are  largely  agricultural  and  nondurable  manufactured 
products,  that  tariffs  (specific)  are  rigid,  and  that  inventories  fluctuate 
greatly  with  cyclical  conditions  explain  the  large  movements  of  imports 
with  cyclical  changes.  A  depression,  for  example,  brings  large  declines  in 
imports  of  agricultural  products  and  concessions  in  prices  of  domesti- 
cally produced  nondurables.2 

In  the  twenties,  there  was  much  discussion  of  United  States  tariff 
policy  as  a  deterrent  to  the  collection  of  debts:  Europe  could  not  ship 

1  See  U.S.  Tariff  Commission,  Operation  of  the  Trade  Agreements  Program,  Fifth 
Report,  July,  1951,  to  June,  1952,  pp.  151,  159,  167.  C.  Kindleberger  (Dollar 
Shortage,  passim)  also  has  some  relevant  remarks  on  the  overemphasis  of  the  effects 
of  the  tariff.  D.  D.  Humphrey  (American  Imports,  1955,  pp.  72-73,  84)  also  sug- 
gests that  the  tariff  has  not  greatly  reduced  trade. 

2  See  Humphrey,  op.  cit.,  especially  chap.  3. 

345 


346  Some  Aspects  of  Adjustment  in  the  Postwar  Period 

commodities  in  payment  unless  the  United  States  would  accept  them. 
Even  in  this  period,  however,  unwise  monetary  and  fiscal  policies 
abroad,  an  unwillingness  to  pay  past  debts,  the  reluctance  of  this  coun- 
try to  pursue  appropriate  monetary  and  fiscal  policies  that  would  stim- 
ulate imports — these  were  much  more  important  than  tariff  policy. 

Similarly,  in  recent  years,  the  concentration  on  tariff  policy  tends  to 
obscure  the  importance  of  monetary  and  fiscal  policy  abroad,  other 
aspects  of  competitiveness  of  foreign  producers,  the  limited  elasticity 
of  supplies  for  the  export  market  in  the  context  of  full  employment  and 
large  welfare  programs  abroad,  the  relevance  of  income  policy  in  the 
United  States,  and  the  contribution  that  can  be  made  toward  solving 
the  problems  of  the  dollar  gap  through  roads  alternative ....taja._rise  of 
imports,  namely,  a  reduction  of  United  States  exports  or  an  adequate 
level  of  foreign  loans  or  grants. 

I  would  especially  emphasize  the  last  point.  The  dollar  problem  is  a 
world-wide  problem,  a  problem  that  is  associated  in  large  part  with  the 
political  and  economic  disorganization  associated  with  two  world  wars 
and  the  cold  war;  the  solution  of  the  problem  rests  on  all  nations  and 
on  all  segments  of  this  country. 

It  is  unfair  to  concentrate  the  costs  of  the  adjustment  upon  any  one 
group.  The  industries  that  are  vulnerable  to  foreign  competition  will 
undoubtedly  have  to  share  in  the  costs  of  adjustment,  but  why  should 
not  part  of  the  costs  be  put  upon  the  taxpayer  through  guarantees  of 
private  loans  or  through  the  provision  of  grants?  And  why  should  not  the 
exporters,  through  losses  of  markets  abroad,  pay  part  of  the  bills?  It  is 
too  easily  forgotten  that  exports  in  the  postwar  period  have  been  at  an 
inflated  level.  "To  take  the  exports  of  the  1950-52  period  as  the  measure 
of  our  need  to  export  is  an  unsound  basis  for  any  United  States  trade 
policy,  since  these  exports  never  were  a  measure  of  the  world's  normal 
dependence  on  United  States  production."3  Any  contribution  through 
private  lending,  which  in  a  sense  postpones  the  problem,  would  also 
be  welcome,  though  the  general  view  is  that  this  contribution  would 
not  be  large.  Furthermore,  more  imports  into  the  United  States  at  the 
expense  of  nations  often  impoverished  may  not  be  a  healthy  solution. 
That  is  to  say,  one  should  consider  the  deprivations  involved  for  export- 
ing nations  against  the  gains  of  more  imports  by  these  countries.  Addi- 
tional imports  mean  much  to  the  relatively  impoverished  nations,  and 
in  the  face  of  liberalization  of  trade  by  the  United  States,  they  would 
export  more,  that  is,  have  less  goods.  It  may  be  better  to  postpone  the 
rise  of  exports  for  these  countries. 

It  is  not  true  that  in  the  years  1913  to  1953  and  particularly  the  years 

3  S.  Lubell,  The  Revolution  in  World  Trade,  1955,  p.  91. 
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1940  to  1955,  the  exporters,  who  now  have  become  the  most  vocal  of  all 
free  traders,  have  profited  immensely  from  $125  billion  of  subsidies  in 
forty  years,  paid  for  primarily  by  the  taxpayer  in  the  form  of  unilateral 
transfers  and  secondarily  by  the  whole  economy  through  yielding  goods 
for  exports  paid  for  by  inflows  of  gold  and  loans  later  to  be  repudiated? 
The  exporters  do  not  have  a  strong  case  when,  as  a  means  of  maintain- 
ing their  exports,  they  insist  upon  a  rise  of  imports  to  balance  the  present 
level  of  aid  and  grants.  We  should  not  support  a  policy  which  concen- 
trates the  cost  of  adjustment  on  our  weaker  industries  and  sacrifices 
them  to  an  inflated  level  of  exports.  Of  course,  in  the  long  run  the 
weaker  industries  must  yield,  but  there  are  issues  of  justice  here  and 
of  time  required  to  make  the  necessary  adjustments. 

It  is  an  interesting  point  that  economists  are  becoming  increasingly 
aware  of  the  adjustment  problems.  Questions  are  being  raised  concern- 
ing imports  of  agricultural  products  at  a  time  when  agricultural  income 
continues  to  decline.  The  outward  movement  from  the  farms  is  ap- 
parently too  slow.  In  his  important  book,  Professor  Humphrey  stresses 
the  concentration  of  losses  from  reduced  tariffs  on  nondurable  goods 
and  particularly  on  the  New  England  economy;  the  capacity  of  large- 
scale,  many-product  corporations,  not  too  price-competitive,  to  take  re- 
duced tariffs  in  their  stride;  and  the  difficulties  confronting  the  weak, 
many-unit  industries,  with  declining  or  slowly  growing  markets,  when 
faced  with  reduced  tariffs.4 

After  a  provocative  discussion  of  the  effects  of  reduced  tariffs  on 
imports,  exports,  and  employment,  which  on  the  whole  minimizes  the 
damage  done  by  reduced  tariffs,  Walter  Salant  nevertheless  emphasizes 
the  need  of  allocating  tariff  cuts  with  a  consideration  of  the  trends  of 
industries,  expected  mobility  (related  to  alternative  opportunities  for 
jobs),  employment  levels  in  affected  regions,  etc.  Obviously  tariff  cuts 
should,  ceteris  paribus,  be  imposed  on  the  growing,  highly  profitable 
industries  and  the  growing  regions.5 

The  following  passage,  though  rather  an  extreme  statement  by  a 
protectionist,  nevertheless  is  of  some  interest:6 

The  giant  mass-production  industries,  such  as  automobile  manufacturers, 
producers  of  steel,  mass-produced  electrical  equipment,  rubber  tires,  office 
machinery,  petroleum  (the  large  international  elements),  etc.,  form  yet 
another  group.  Since  the  turn  of  the  century,  because  of  their  vastly  increased 
output,  these  industries  have  spilled  over  the  domestic  market,  even  though 
it  is  the  largest  and  richest  in  the  world.  As  already  indicated,  they  form  a 

4  Humphrey,  op.  cit.,  pp.  246-255,  363,  398-399,  413-415. 

5  Hearings  of  the  Subcommittee  of  Joint  Committee  on  the  Economic  Report  on 
Foreign  Economic  Policy,  1955,  pp.  238-249;  also  cf.  Committee  on  Economic  De- 
velopment, United  States  Tariff  Policy,  1954,  p.  7. 

6  O.  R.  Strackbein,  Free  Trade:  A  Form  of  Economic  Pacificism,  1953,  pp.  5-6, 
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new  group  with  growing  free-trade  tendencies.  Although  they  already  enjoy 
all  the  economic  benefits  of  a  mass  market  without  exporting,  in  recent  years 
they  have  been  found  more  and  more  frequently  in  company  (figuratively) 
with  their  old  opponents  and  detractors,  the  free-trade  advocates.  This  strange 
bedfellowship  led  in  recent  years  to  a  wedding  of  convenience.  We  now  see 
the  northern  political  liberal  standing  hand  in  hand  with  the  southern  "Bour- 
bons" of  the  cotton  and  tobacco  interests,  along  with  the  northern  wheat  and 
flour  interests,  on  one  side  of  him,  and  the  erstwhile  "trusts"  and  "bloated 
plutocrats,"  the  old  "sinister  interests"  of  the  financial  centers  of  the  East,  on 
his  other  side,  singing  the  praises  of  free  trade. 

The  issue  is  not  merely  one  of  justice.  It  is  also  the  practical  one  of 
how  the  equilibrium  can  be  achieved.  Of  course,  much  depends  upon 
the  size  of  the  dollar  gap.  (This  does  not  mean  that  the  closing  of  the 
dollar  gap  is  the  only  issue,  for  there  were  problems  of  trade  long  be- 
fore the  dollar  gap  confronted  us.  But  this  is  the  crucial  problem  that 
must  be  solved  before  we  tackle  broader  problems.)  In  the  postwar 
years,  the  gap  has  averaged  at  least  $5  billion.  How  much  it  is  in  the 
middle  fifties  depends  in  part  upon  how  the  gap  is  defined.7  It  would 
be  a  mistake  to  assume  a  temporary  balance  achieved  with  improved 
terms  of  trade  for  Europe,  with  a  great  economic  expansion  in  the 
United  States,  with  widespread  discrimination  against  dollar  imports, 
with  use  of  controls  abroad  to  stimulate  exports  to  dollar  countries,  with 
large  offshore  purchases  by  the  United  States  in  support  of  military 
programs  abroad,  with  a  few  billion  dollars  yearly  of  United  States 
military  expenditures  abroad  (inclusive  of  outlays  of  personnel  abroad) 
— that  these  mean  a  genuine  balancing  of  the  dollar  account  is  far  from 
supportable.  It  would  be  a  mistake  to  assume  that  a  dollar  gap  of  several 
billion  dollars  a  year  would  not  prevail  for  many  years. 

It  would  be  well,  therefore,  to  consider  the  various  alternatives  for 
dealing  with  a  dollar  gap  of,  say,-frem  $4  billion  to  $8  billion  a  year. 
Should  the  gap  be  reduced,  then  the  recourse  to  each  program  could  be 
reduced  correspondingly.  I  should  like  to  see  the  maintenance  of  re- 
serves by  the  nondollar  world  for  several  years,  the  removal  of  discrim- 
ination against  the  dollar,  the  termination  of  about  $4  billion  of  United 
States  aid  and  $5  billion  of  United  States  military  outlays  and  outlays 
abroad  by  military  personnel  (offset  in  the  years  1953  and  1954  by  a 
growth  of  reserves  of  $2.5  billion  of  gold  and  $5.5  billion  of  gold  and 
foreign  exchange) — all  of  these  before  the  end  of  the  dollar  problem 
could  be  safely  assumed.  However,  by  the  1960s  we  may  agree  that 
large  aid  and  military  expenditures  by  United  States  forces  are  normal 
and  hence  should  not  be  cited  as  evidence  of  dollar  shortage.  We  are 
not,  however,  as  yet  prepared  to  take  this  position.  But  first  I  turn  to 

7  Cf.  Chaps.  16  and  21. 
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some  analysis   of  what  might  be  achieved  through  attacks  on  United 
States  (and  Canadian)  restrictions. 

In  the  1950s  the  problem  of  tariff  cutting  as  the  solution  of  the  prob- 
lem of  the  dollar  gap  has  especially  interested  management  and  labor  in 
industries  subject  to  serious  competition  as  well  as  the  regions  harboring 
these  industries.  In  the  debate,  the  point  has  been  made  that  tariffs  are 
one  form  of interference  with theiree  market^and  in  the  determination 
of  national  policy,  this  interference  should  be  considered  alongside  other 
interventions.  Hence  an  industry  or  region  adversely  affected  by  govern- 
ment transfers  of  cash,  through  tax  exemptions  (building  of  plants  in 
competing  areas  stimulated  through  tax  favors),  may  have  a  special 
case  when  the  government  determines  the  allocation  of  tariff  cuts.  Its 
case  may  be  even  stronger  if  consideration  is  paid  to  large  spells  of  un- 
employment, a  loss  of  jobs  in  its  major  industry  ( textiles )  of  40  per  cent 
in  a  period  of  7%  years,  a  high  degree  of  immobility  of  labor,  and 
hence  heavily  concentrated  and  long-continued  unemployment.  Surely 
under  these  conditions,  it  becomes  difficult  to  support  large  cuts  in 
tariffs  on  textiles.  The  weak  industries  may  have  to  go  nevertheless,  but 
it  is  not  practical  or  judicious  to  impose  additional  hardships  upon  such 
industries  or  regions.  Growing  industries  and  regions  can  much  more 
easily  absorb  the  increase  of  imports  and  competition  for  markets  than 
the  declining  industries  and  declining  (relatively)  regions.  The  result 
may  be  a  somewhat  slower  rate  of  progress,  but  also  there  will  be  much 
smaller  costs  of  adjustment  and  improved  distribution  of  the  costs.8 

The  Level  of  the  Tariff  and  Trade  Restrictions 

Since  the  Trade  Agreements  Program  (referred  to  as  TAP)  was  in- 
troduced in  1934,  the  United  States  tariff  on  dutiable  imports  had  been 
reduced  from  48.2  (based  on  1939  values)  to  12  per  cent  by  early  1951. 
About  half  the  reduction  is  to  be  associated  with  the  rise  of  prices,  for 

8  The  author  has  argued  this  case  fully  before  the  Interdepartmental  Committee 
on  Reciprocity  and  the  United  States  Tariff  Commission  (December,  1954),  the  Joint 
Congressional  Committee  on  the  Economic  Report  (Hearings  on  the  Problem  of 
Older  Economic  Regions,  Jan.  27,  1955 ) ,  and  the  House  Ways  and  Means  Committee 
(Tariffs,  the  New  England  Economy  and  Textiles:  Statement  on  Behalf  of  the  Six 
New  England  Governors,  Feb.  1,  1955);  Senate  Finance  Committee,  Mar.  11, 
1955,  and  Senate  Labor  and  Welfare  Committee,  May  11,  1955;  also  see  W.  H. 
Miernyk,  Inter-industry  Labor  Mobility,  November,  1954,  and  S.  E.  Harris,  New 
England  Textiles  and  the  New  England  Economy:  Report  to  Conference  of  New 
England  Governors,  1956,  and  the  1957  Report. 

Senator  Kennedy  has  proposed  that  problems  of  this  kind  be  dealt  with  through 
special  aids  in  the  areas  affected  for  the  industries  damaged  and  the  workers  in- 
jured (release  of  Senator  Kennedy's  office,  Jan.  26,  1955).  A  group  from  Rhode 
Island  insisted  that  in  making  tariff  concessions,  the  Congress  should  consider  the 
fact  that  about  one-half  of  the  manufacturing  workers  in  that  state  are  concentrated 
in  two  vulnerable  industries:  textiles  and  jewelry.  [Trade  Agreements  Extension, 
Hearings  before  the  Senate  Finance  Committee  (H.R.  1),  1955,  vol.  II,  p.  1023.] 
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without  any  change  in  rates,  the  tariff  was  reduced  by  one-half,  the  re- 
sult of  the  effect  that  76.2  per  cent  (by  value  of  imports  in  1949)  was 
subject  to  specific  duties.  A  specific  rate,  say,  of  20  cents  per  pound  for 
an  item  costing  $1  yields  a  20  per  cent  rate,  but  if  the  price  rises  to  $2, 
the  rate  falls  to  10  per  cent.  As  a  result  of  reduction  in  duties  under  the 
TAP,  the  average  rate,  by  January  1,  1952,  had  been  reduced  from  25.8 
to  13.3  per  cent.  Hence  the  total  reduction  was  almost  three-quarters.9 

A  large  sweep  is  given  by  Table  22-1.  Note  the  large  decline  from 
1930  to  1933. 

Table  22-1 


Period  or  year 


Average  rates  of  duty  on 


Free  and  duti- 
able imports 
combined,  % 


1913-1933,  Underwood  Law 

1922-1930,  Fordney-McCumber  Law 

1930-1933,  Hawley-Smoot  Law  (to  adoption  of  Trade 

Agreements  Act) 

1939    (representative    prewar    year,    after    the    Trade 

Agreements  Act) 

1947  (most  recent  year,  preliminary) 

1947  (calculated  on  basis  of  reductions  made  by  Geneva 

Agreement) 


9 
14 

18 

14 

8 


Another  approach  to  the  problem  is  presented  in  a  study  by  Dr. 
Coulter  for  the  American  Tariff  League.  Here  the  comparison  is  of  the 
ratio  of  customs  duties  collected  to  total  value  of  imports.  In  1937,  the 
percentage  was  15.8  for  the  United  States,  or  the  tenth  lowest  rate 
among  thirty-eight  countries.  By  1951,  the  percentage  for  the  United 
States  had  been  reduced  to  5.1  per  cent,  eighth  from  the  lowest,  the  re- 
duction being  68  per  cent,  or  the  ninth  largest  decline. 

Much  criticism  has  been  directed  against  estimates  of  this  type.  A 
comparison  of  duties  collected  and  total  imports  is  of  limited  signif- 
icance, because  a  large  (and  varying)  part  of  customs  duties  may  be 
collected  for  revenue  purposes  only,  e.g.,  customs  on  tobacco  and  wines 
in  England.  The  British  Ambassador  expressed  this  criticism  well:10 

We  often  see  statistics  about  the  average  level  of  national  tariffs.  But  these 
are  misleading,  because  no  one  has  yet  devised  a  technique  which  effectively 

9  Figures  from  U.S.  Tariff  Commission,  op.  cit.,  Fifth  Report,  July,  1951,  to  June, 
1952,  pp.  151,  159,  167. 

10  British  Information  Service,  Sir  Roger  Makin's  address,  Freer  Trade  and  Freer 
Currencies,  Nov.  18,  1953. 
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measures  the  average  level  of  a  country's  tariff.  Most  people  nowadays  recog- 
nize that  average  figures  of  this  kind  merely  measure  the  protective  effect  of 
the  tariff,  on  those  goods  which  are  not  completely  excluded  by  it.  They  do 
not  always  achieve  even  this  modest  objective.  In  the  case  of  my  own 
country,  for  example,  it  has  been  claimed  that  we  have  an  average  tariff  of 
about  25  per  cent,  and  that  this  average  figure  is  about  25  per  cent  higher 
than  the  comparable  figure  of  1937. 

In  fact,  we  have  not  increased  the  level  of  our  tariff  since  before  World 
War  II.  If  we  excluded  from  the  calculations  (as  we  obviously  should)  revenue 
duties  which  apply  to  domestically  produced  goods,  as  well  as  to  imports, 
which  have  no  protective  purpose,  the  figure  of  25  per  cent  for  the  average 
tariff  which  has  had  some  publicity,  is  seen  in  effect  to  be  less  than  3  per  cent. 

The  ratio  of  customs  collected  to  dutiable  imports  has  also  been  the 
subject  of  attack  by  the  Economic  Commission  for  Europe,  which  holds 
that  these  figures11 

are  of  little  relevance  as  a  measure  either  of  the  restrictive  effect  of  the  tariff 
or  of  the  extent  to  which  it  has  been  reduced  by  comparison  with  earlier 
periods.  To  put  the  case  in  an  extreme  form,  the  ratio  so  computed  and  the 
total  volume  of  imports  could  both  be  reduced  if  duties  were  raised  on  goods 
for  which  sales  are  very  responsive  to  price  changes  and  lowered  on  goods  for 
which  sales  are  not  responsive.  Detailed  studies  suggest  that  in  fact  rates  are 
relatively  high  on  goods  for  which  sales  are  very  responsive  to  price  changes 
and  lower  on  goods  for  which  sales  are  not  responsive. 

The  Bell  Committee  also  noted  that  the  ratio  of  duty  to  dutiable  com- 
modities imported12 

is  misleading  because  a  major  share  of  imports  into  this  country  are  raw 
materials  and  foodstuffs  not  produced  here  and  on  which  there  is  no  duty  at 
all.  The  very  high  duties  on  many  manufactures  which  limit  severely  or  exclude 
entirely  their  importation  are  also  not  reflected  in  this  ratio.  Neither  are  the 
quotas  which  set  positive  limits  on  the  imports  of  certain  agricultural  goods. 

Undoubtedly,  measures  of  tariff  levels  should  be  used  with  great 
caution.  Nevertheless,  the  evidence  points  strongly  toward  a  substantial 
reduction  of  trade  restrictions  in  the  United  States  compared  with  other 
countries.  Surely,  the  decline  in  rates  associated  with  the  inflation  (and 
hence  lower  percentage  rates  for  specific  duties)  was  not  a  selective  de- 
cline tending  ( as  has  been  claimed )  to  favor  reductions  which  would  not 
result  in  additional  imports,  and  it  is  hard  to  believe  that  the  negoti- 
ations under  the  TAP,  undertaken  by  those  favoring  free  trade  and  based 
on  bargaining  with  foreign  countries,  concentrated  on  reductions  which 
would  not  result  in  substantial  rises  in  imports.   Such  a  result  would 

11  United  Nations,  Economic  Survey  of  Europe  since  the  War,  1953,  p.  107. 

12  A  Trade  and  Tariff  Policy  in  the  National  Interest:  A  Report  to  the  President 
by  the  Public  Advisory  Board  for  National  Security,  1953,  p.  4  (The  Bell  Report). 
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imply  that  foreign  negotiators  were  duped  by  the  Americans.  Usually  the 
opposite  charge  is  made.  In  fact,  many  studies  of  United  States  govern- 
ment agencies  have  shown  a  high  correlation  between  tariff  reductions 
under  the  TAP  and  the  rise  of  trade.  An  example  is  fisheries  with  an 
average  tariff  rate  in  1952  of  9  per  cent,  and  this  rate  had  been  reduced 
by  38  per  cent  under  the  TAP.  Few  who  have  experienced  the  angry 
denunciations  of  the  TAP  by  the  fisheries  industry  would  contend  that 
reductions  were  made  only  when  there  was  not  much  opposition.  And 
what  of  Swiss  watch  works,  with  both  sides  of  the  controversy  agreeing 
that  rates  were  at  one  time  slashed  from  82  per  cent  of  value  to  37  per 
cent? 

A  more  reasonable  attack  on  the  TAP  program  is  that  the  theory  upon 
which  it  was  based,  i.e.,  a  reduction  of  tariffs  in  the  United  States, 
should  be  matched  by  corresponding  reductions  abroad.  This  theory  is 
not  defensible.  In  so  far  as  this  was  the  procedure,  the  net  result  was 
a  rise  not  only  of  imports  but  also  of  exports  for  this  country.  Hence 
exports  were  kept  at  a  higher  level  than  was  necessary,  with  the  result 
that  to  this  extent  the  dollar  shortage  was  not  treated.  What  was  re- 
quired was  more  imports,  not  more  imports  and  more  exports.  Even  the 
Randall  Commission  falls  into  this  trap. 

Undoubtedly,  the  charge  is  justified  that  these  studies  sometimes  as- 
cribe to  tariff  cuts  a  greater  significance  than  they  have  in  fact.  Of  course, 
they  do  not  measure  commodities  excluded  altogether  by  tariffs;  of 
course,  trade  restrictions  are  not  limited  to  tariffs  but  should  be  related 
to  customs,  administration,  and  quotas,  also.  But  it  is  going  too  far  to 
say,  as  the  staff  of  the  Randall  Commission  says:  "The  trouble  is  that 
the  computation  itself  is  not  relevant  to  the  problem  of  determining  the 
restrictiveness  of  tariff  duties/'13  It  is  surprising  that  those  who  fought 
for  the  TAP  for  twenty  years  now  tell  us  that  they  accomplished  nothing. 
In  some  instances,  as  the  Randall  experts  contend,  the  process  was  one 
{Of  sloughing  off  excess  tariffs,  that  is,  protection  not  needed  (e.g.,  the 
I tariff  on  cigar- wrapper  tobacco).  Surely  all  would  agree  that  tariffs  have 
/declined  substantially  in  the  last  twenty  years,  even  though  one  could 
not. say  that  the  reduction  was  75  per  cent 


Actually  the  history  of  trade  restrictions  -abroad  in  the  /last  [twenty 
years  suggests  that  whatever  the  philosophy.of  .t^'TAl^tthe/fipaltOUt- 
'cGpn^e  i  has  been  much  greater .  restrictions  { on .  trasde  abroad  than  jn  |  this 
( country. , Crude  rate  comparisons  suggest, this,, but, much, inore , important 
"has   been   the   introduction   and   spread   of   exchange   controls,   import 
quotas,   state  trading,   exchange  depreciation,  multiple  exchange  raters, 
etc.  Frequently  foreign  countries  have  followed  an  agreement  under  the 
13  Randall  Commission  Staff  Papers,  p.  296.  Cf.  pp.  277-279,  295-299. 
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TAP  with  a  depreciation  of  their  exchanges  which  makes  foreign  cur- 
rencies more  expensive,  and  thus  restricts  their  imports,  lowers  prices 
of  their  exports  on  world  markets,  and  thus  stimulates  their  exports. 
The  watch  manufacturers  in  this  country  have  complained  bitterly  of  a 
depreciation  in  Switzerland  following  a  prewar  trade  agreement  with 
Switzerland.  They  contend  that  the  depreciation  on  top  of  reductions  in 
rates  here  further  increases  the  competitive  position  of  the  watch  manu- 
facturers. Again,  motorcycle  manufacturers  resent  the  willingness  of  the 
British  to  cut  tariffs  on  motorcycles  when,  in  fact,  they  refuse  to  allow 
any  to  come  in.  In  the  postwar  period  the  British  agreed  to  cut  the  rates 
on  motorcycles  from  33%  to  22%  per  cent,  while  this  country  continued 
its  10  per  cent  rate.  The  Harley-Davidson  Motor  Company,  manufac- 
turers of  motorcycles,  put  the  issues  as  follows:14 

The  difference  was  that  the  British  were  able  to  ship  motorcycles  into  the 
United  States  on  the  10  per  cent  duty  while  without  import  permits  the  10 
per  cent  rate  of  duty  into  Great  Britain  would  be  absolutely  valueless  to 
American  manufacturers.  What  actually  happened  was  that  the  duty  into 
England  was  reduced  to  22%  per  cent;  and  as  we  had  surmised,  that  also 
was  a  very  hollow  gesture,  a  very  poor  example  of  reciprocity  because  since 
that  time  no  import  permits  into  England  have  been  granted.   .   .   . 

Jlorgign  Responsibility  for  Low  Exports  to  the  United  States 

Critics  of  American  policy  tend  to  overstress  the  tariff  as  an  obstacle 
to  trade.  It  is  well  to  note  that  the  failure  to  penetrate  our  or  third  mar- 
kets is  to  be  explained  in  large  part  by  failures  abroad  (cf.  Chapters  23 
and  28).  In  replies  to  the  European  Cooperation  Administration-Com- 
merce Mission,  foreign  governments  and  representatives  of  the  export 
trade  noted  that  the  fault  lay  to  some  extent  with  them  inadequate 
credit  facilities  for  the  export  trade,  unwillingness  or  incapacity  to  invest 
adequately  for  selling  in  the  American  market,  poor  selling  organization, 
slow  deliveries,  poor  marketing  research,  ignorance  of  the  market,_un- 
realistic  rates  of  exchange,  excessive  red  tape  involved  in  exporting, 
more  favorable  prices  for  European  sales.15 

The  official  organ  of  Western  European  countries  also  comments  on 
the  serious  effects  on  output,  prices,  distribution,  etc.,  of  high  protection- 
ism in  France.16 

14  Trade  Agreements  Extension  Act,  Hearings  before  the  Committee  on  Ways  and 
.Means,  1953,  p.  57,  also  cf.  U.S.  Tariff  Commission,  op.  cit.,  Eighth  Report,  July, 
71954,  to  June,  1955,  chap.  6,  for  quantitative  restrictions,  exchange  control,  etc., 
;  against  United  States  exports. 

15  See,  especially,  the  French  replies,  Report  of  the  EC A-C ommerce  Mission,  pp. 
154-159. 

16  Organization  for  European  Economic  Cooperation,  Fjrngress  and  Problems  of  the 
^European  Economy,  1954,  pp.  95—96. 


354  Some  Aspects  of  Adjustment  in  the  Postwar  Period 

The  basic  source  of  France's  difficulties  is  undoubtedly  protection  which 
surpasses  that  of  any  other  Member  countries.  The  first  signs  of  a  decline  in 
the  French  economy  appeared  before  1914,  shortly  after  the  introduction 
of  high  customs  tariffs.  The  existing  French  tariff  protects  both  agriculture 
and  a  wide  range  of  industry.  The  effects  of  this  generally  high  tariff  have  been 
aggravated  by  the  more  radical  results  of  import  quotas.  This  protection  ex- 
tends to  the  rest  of  the  franc  area  which,  at  the  beginning  of  1952  just  as 
before  the  liberalisation  of  intra-European  trade,  received  90  per  cent  of  its 
European  imports  from  France. 

Under  cover  of  tariffs  and  quotas,  a  system  of  internal  protection  has  de- 
veloped. Vested  interests  have  been  formed  and  consolidated.  A  whole  series 
of  devices  are  used  to  maintain  these  privileged  positions,  which  are  con- 
sidered by  their  beneficiaries  as  being  their  own  inalienable  property,  without 
any  regard  for  economic  efficiency.  The  methods  employed  range  from  legally 
guaranteed  prices  and  State  subsidies  to  open  or  tacit  cartels  and  fraud.  Tax 
concessions  and  evasion,  which  vary  in  degree  from  sector  to  sector,  add  their 
effects  to  those  deriving  from  internal  features  of  the  relatively  unprogressive 
French  taxation  system. 

The  Nathan  Commission,  appointed  by  the  French  government  in 
January,  1954,  stated  that  the  disparity  between  French  and  foreign 
prices  "is  widespread  and  most  marked  for  domestically  produced  raw 
materials,  agricultural  products,  and  relatively  highly  fabricated  indus- 
trial products."  Aside  from  proposals  for  tax  reform  to  get  costs  down, 
the  Commission  finds  "an  urgent  need  for  reducing  costs,  for  example, 
by  the  progressive  removal  of  various  restrictions  on  free  competition 
and  of  measures  permitting  inefficient  enterprises  to  live  on  more  com- 
petitive enterprises.  .  .  .  The  reliberalisation  of  trade  with  the  O.E.E.C. 
countries  is  deemed  a  necessity  for  France."17 

A  senator  comments  as  follows:  "Furthermore,  these  nations  make 
use  of  quota  systems  and  manipulations  of  their  money  systems,  all  in 
order  to  prevent  imports  from  the  United  States.  In  addition,  they  have 
exchange  permits  ...  it  is  practically  impossible  for  the  United  States 
to  export  our  goods  to  them  unless  we  give  them  the  money  in  advance 
to  purchase  our  commodities.  .  .  .  "18 

A  congressman  notes  that  "Great  Britain,  for  example,  permits  only 
token  imports  of  many  American  consumer  products.  As  a  result,  under 
that  quota  one  of  the  largest  American  manufacturers  of  electrical  ap- 
pliances was  able  to  ship  to  England  in  1953  exactly  1  dishwasher,  35 
electric  ranges,  25  deep  freezers,  19  washers  and  dryers  and  194 
refrigerators."19 

17  International  Monetary  Fund,  International  Financial  News  Survey,  Apr.  9,  1954. 

18  Congressional  Record,  May  20,  1954,  p.  6540. 
J9  Jbid.,  May  21,  1954,  p.  A3766? 
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So  much  for  the  failures  of  the  foreign  exporters,  but  it  should  also 
be  recognized  that  several  of  the  European  countries,  particularly  the 
United  Kingdom,  took  special  measures  to  stimulate  exports  to  the 
United  States.  In  other  words,  in  the  absence  of  interference,  United 
States  imports  would  have  been  much  less  than  they  actually  were. 
The  advantages  given  to  exporters  may  well  have  offset  the  adverse 
effects  of  tariffs.  Among  the  measures  taken  were  the  following:  special 
treatment  in  the  allocation  of  raw  materials,  power,  and  building  per- 
mits; allocation  of  foreign  exchange  to  help  build  export  trade  and  to 
help  expand  export  markets;  expansion  of  consular  service  abroad; 
special  research  facilities  for  export  production  and  sales;  the  privilege 
of  retaining  part  of  the  dollar  exchange  received  for  exports  as  an  in- 
centive to  export  in  dollar  markets;  special  credits  and  export  guaran- 
tees; limitation  of  sales  to  the  domestic  market  (e.g.,  25  per  cent  limit 
on  British  automobiles  sold  in  the  British  market);  and  tax  exemptions 
on  export  sales.  In  addition,  monetary  and  fiscal  measures  were  taken 
to  prevent  excessive  purchases  at  home.20 

Protectionism  Abroad 


The  charge  might  easily  be  made  that  protectionism  is  the  weapon 
of  foreign  countries  much  more  than  of  the  United  States.  How  far 
foreign  countries  have  gone  in  the  direction  of  quotas,  exchange  controls, 
etc.,  is  suggested  by  the  following:  Under  the  General  Agreement  on 
Tariffs  and  Trade  (GATT)  and  the  Organization  for  Trade  Cooperation 
(OTC),  contracting  countries  are  allowed  to  maintain  restrictions  other 
than  import  duties  in  order  to  safeguard  their  balance  of  payments  and 
external  financial  position.  Discrimination  is  also  allowed  when  warranted 
by  the  balance-of-payments  position.  Of  the  thirty-four  contracting  coun- 
tries under  the  GATT,  twenty-three  resorted  to  the  use  of  quantitative 
restrictions  late  in  1951.  Aside  from  the  United  States,  the  countries  not 
resorting  to  quantitative  restrictions  were  the  relatively  small  ones: 
Belgium,  Canada,  Cuba,  the  Dominican  Republic,  Haiti,  Luxemburg, 
Nicaragua,  and  Peru.  Included  in  the  restrictive  camp  were  the  eight 
British  Commonwealth  countries,  inclusive  of  the  United  Kingdom; 
twelve  Continental  European  countries,  inclusive  of  France,  Germany, 
Italy,  and  Czechoslovakia;  and  also  Brazil,  Chile,  and  Indonesia.  In 
addition,   a  number   of  countries   not  participating  in  the   GATT  but 

20  Report  of  the  ECA-Commerce  Mission,  pp.  97-140;  General  Agreement  on 
Tariffs  and  Trade,  International  Trade,  1953,  pp.  92—93;  International  Monetary 
Fund,  op.  cit.,  June  11,  1954,  and  Mar.  19,  1954.  Export  credit  guarantees  in  1953- 
1954  amounted  to  $4.1  billion  annually,  or  15  per  cent  of  export  trade.  They  cov- 
ered 85  to  90  per  cent  of  political  risks  and  75  to  85  per  cent  of  economic  risks. 
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having  bilateral  agreements  with  this  country  indulge  in  quantitative  re- 
strictions— notably  Argentina.21 

Of  eighty-seven  countries  listed  by  the  Department  of  Commerce, 
seventeen  in  the  early  fifties  did  not  resort  to  import  licenses  and 
twenty-three  did  not  require  exchange  permits  (the  latter  does  not 
include  countries  which  require  permits  to  import).  The  seventeen 
and  twenty-three  included  in  every  instance,  except  for  several  American 
countries,  were  the  small  and  unimportant  countries.22  Only  fifteen 
countries,  namely,  smaller  Latin  American  countries,  required  neither  im- 
port licenses  nor  exchange  permits. 

In  1953  to  1955,  restrictions  were  further  reduced,  though  often 
within  Europe,  and  hence  reflected  further  discrimination  against  the 
dollar.  But  there  was  improvement  vis-a-vis  the  dollar  also,  as  we  shall 
see  later. 

In  its  1953  report,  the  GATT  wrote:  "Twenty-two  governments  stated 

that  they  were  still  exercising  some  degree  of  discrimination  between 

sources  of  supply.  The  general  tendency  to  intensify  the  restrictions  had 

been  first  arrested  and  then  reversed,  and  definite  steps  of  relaxation  had 

^  been  taken  by  some  countries  whose  balance  of  payments  had  improved."23 

Restrictions  of  all  kinds  were  used  and  often  with  discrimination 
against  the  United  States.  State  trading  not  only  made  it  possible  to 
buy  in  the  monopsonistic  manner,  thus  cutting  import  prices  received  by 
foreign  exporters,  but  also  was  an  effective  way  of  restricting  the  quantity 
of  imports.  Exchange  control  is  an  over-all  mechanism  for  cutting  de- 
mand for  foreign  currencies  and  especially  for  the  dollar  and  hence  for 
keeping  dollar  exports  down.  Import  quotas  and  licensing  have  similar 
effects.  So  important  are  quotas  that  in  the  bargaining  within  the 
European  Payments  Union,  at  least  until  1955,  concessions  made  were  in 
quotas,  with  underlying  tariffs  undisturbed.  Multiple  exchange  rates, 
especially  popular  with  Latin  American  countries,  are  a  technique  for 
discouraging  imports  by  charging  higher  prices  for  purchases  in  dollar 
countries  or  for  any  currency  used  to  purchase  less  essential  imports  (or 
else  forcing  the  foreign  exporter  to  depress  the  dollar  price)  and  also  a 
technique  for  raising  prices  of  exports  in  great  demand  (the  exporter 
receives  few  bolivianos,  say,  per  dollar  for  exports  of  tin  and  hence  is 
pressed  to  raise  the  dollar  price).  The  great  debate  on  coffee  prices  in 
the  United  States  in  1954  is  relevant  here.  The  Brazilian  government 
allowed  coffee  exporters  a  relatively  small  number  of  cruzeiros  per  dollar, 
and  hence  the  pressure  to  increase  dollar  prices,  especially  since  pro- 

21  U.S.  Tariff  Commission,  op.  cit.,  July,  1951,  to  June,  1952,  pp.  219-225,  and 
July,  1954,  to  June,  1955;  cf.  Foreign  Economic  Policy,  Hearings  before  the  House 
Subcommittee  of  Committee  on  Foreign  Affairs,  1953,  pp.  171-175. 

22  Randall  Commission  Staff  Papers,  pp.  362-365. 

23  General  Agreement  on  Tariffs  and  Trade,  op.  cit.,  p.  124. 
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duction  was  low  and  demand  high.  Depreciation  of  the  exchanges  acts 
as  a  tariff  in  that  the  foreign  currency  becomes  more  expensive.  In  short, 
every  diabolic  device  for  cutting  imports  and  giving  less  exports  has 
been  used. 

One  should  not  be  misled  by  the  increased  liberalization  of  trade  in 
Europe  in  the  early  fifties.  Thus  the  House  Ways  and  Means  Committee 
notes  that  whereas  in  1953  only  three  countries  had  any  degree  of 
freedom  in  importing  goods  from  the  dollar  area,  by  early  1955  seven 
additional  countries  had  liberalized  their  trade  with  dollar  countries, 
and  over-all  liberalization  had  attained  almost  60  per  cent  of  the  im- 
ports from  dollar  countries  on  the  basis  of  1953  imports.24  But  Western 
Europe  was  indeed  cautious  in  its  cutting  of  trade  restrictions.  The 
Economic  Commission  for  Europe  wrote:25 

The  process  of  dollar  liberalization  has  generally  been  carried  out  in  such 
a  way  as  not  to  damage  home  industries:  while  permitting  them  to  enjoy 
the  same  advantages  as  United  States  industry  in  the  procurement  of  raw 
materials,  intermediate  products,  and  modern  machinery,  it  has  done  little 
to  give  greater  freedom  in  Europe  to  United  States  exporters  of  finished 
products.   .   .   . 

Another  relevant  matter  is  one  that  has  been  noted  in  Chapter  18, 
namely,  that  liberalization  was  especially  important  for  trade  among 
the  European  countries  and  therefore  discrimination  against  the  United 
States  is  reflected  in  the  greater  degree  of  relaxation  among  these 
countries  than  between  them  and  the  United  States.  In  general,  the 
tendency  for  the  Western  European  countries  was  to  make  larger  con- 
cessions in  agricultural  and  mineral  products  rather  than  in  fabricated 
ones.  From  Table  22-2  it  will  be  noted  that  the  degree  of  liberaliza- 
tion varied  greatly,  depending  largely  upon  the  availability  of  reserves26 
(seep.  377). 

Another  relevant  aspect  of  this  problem  is  that  the  increase  in  imports 
of  Western  European  countries  from  overseas  nondollar  countries  in 
the  early  fifties  was  largely  in  dollar  commodities.  The  GATT  notes  that 
dollar  commodities  became  of  increasing  importance  in  the  production 
of  European  dependencies  and  also  that  whereas  the  prices  of  these 
commodities  in  the  dollar  area  tended  to  fall,  they  rose  in  the  de- 
pendencies— clearly  a  symptom  of  discrimination.27  Mr.  Fforde  has  shown 
reasons  why  this   discrimination  is  likely  to  be  found:   "...  given  a 

24  House  Ways  and  Means  Report  50  on  H.R.  1,  pp.  37-44. 

25  Economic  Survey  of  Europe  in  1954,  p.  101. 

26  F.  Boyer  and  J.  P.  Salle,  "The  Liberalization  of  Intra-European  Trade  in  the 
Framework  of  O.E.E.C.,"  International  Monetary  Fund  Staff  Papers,  1955,  pp.  195, 
208. 

27  General  Agreement  on  Tariffs  and  Trade,  "The  Role  in  World  Trade  of  the 
Dependent  Overseas  Territories,"  Trade  and  Intelligence  Paper  2,  October,  1954. 
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recognition  of  American  domination — long  and  short-run  fear  of  Amer- 
ican competitive  power — and  international  knowledge  of  the  principles 
of  scarce  currency  doctrine,  then  instability  in  international  trade  could 
produce  a  considerable  amount  of  discrimination  against  the  United 
States,  even  though  no  very  effective  payments  arrangements  are  set 
up  to  facilitate  it."28 

One  result  of  the  shortage  of  dollars  and  the  general  breakdown  of 
trade  was  an  epidemic  of  bilateral  agreements.  A  major  objective  of 
hundreds  of  bilateral  agreements  was  to  conserve  dollars,  but  as  the 
movement  proceeded,  many  had  to  join  in  order  to  protect  their  trade. 
These  agreements  were  from  the  primitive  bilateral  offset  ones  to  the 
most  advanced  automatic  transferability  type  (especially  the  Organiza- 
tion for  European  Economic  Cooperation  countries).  The  customs  union 
was  another  approach  to  the  problem  of  strengthening  ties  among  non- 
dollar countries  and  discouraging  imports  from  dollar  countries.  Profes- 
sor Meade  has  discussed  well  the  issues  involved  here  and  has  pointed 
out  that  the  gains  are  large  when  made  by  competitive  countries  which 
potentially  are  complementary  economies.29 

Peril  Point  and  Escape  Clauses 

It  is  clear  by  now  that  something  should  be  said  about  restrictions 
other  than  tariffs.  Hence  let  us  turn  to  the  peril-point  and  escape  clauses, 
which  are  frequently  held  to  deter  the  development  of  the  American 
market.  These  provisions  stem  from  a  fear  that  some  industries  may  be 
injured  seriously  by  tariff  concessions;  hence  the  peril-point  provision 
requiring  prior  investigation  and  the  escape-clause  provision  which  cor- 
rects an  excessive  flow  of  imports  following  a  trade  concession.  In  the 
years  1944  to  1954,  the  opposition  to  the  TAP  increased,  and  this  is 
evident  in  the  peril-point  amendment  in  the  Trade  Agreement  Act  of 
1951,  under  which  the  Tariff  Commission  must  suggest  points  beyond 
which  concessions  should  not  be  made  because  such  concessions  might 
seriously  damage  domestic  industries,  and  is  also  evident  in  the  escape 
clause,  which  upon  the  finding  of  the  Tariff  Commission  (subject  to  re- 
jection by  the  President)  may  on  similar  grounds  require  a  retraction  of 
concessions    (first  used  in  1943  and  a  required  provision  in  all  trade 

28  J.  S.  Fforde,  "Cyclical  Fluctuations  and  the  Growth  of  Discriminatory  Align- 
ments in  International  Trade,"  Economic  Journal,  1955,  p.  50.  For  very  useful 
surveys  of  bilateral  arrangements  almost  everywhere,  often  reflecting  discrimination 
against  the  United  States,  see  R.  F.  Mikesell,  Foreign  Exchange  in  the  Postwar 
World,  1954,  chap.  13,  and  M.  N.  Trued  and  R.  F.  Mikesell,  Postwar  Bilateral 
Payments  Agreements,  1955. 

29  Trued  and  Mikesell,  op.  cit.,  and  J.  E.  Meade,  The  Theory  of  Customs  Unions, 
1955,  especially  pp.  107-115. 
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agreements  by  executive  order  in  1947).  Undoubtedly,  these  provisions 
influence  to  some  extent  the  concessions  made. 

It  is  significant,  however,  that  of  nineteen  investigations  under  the 
escape  clause  during  the  year  ending  June  30,  1952  (applications  re- 
ceived as  early  as  August,  1949),  only  one  concession  was  made — for 
hatters'  furs — and  a  concession  was  modified  (though  decisions  had  not 
been  made  in  several  cases).  For  jeweled  watch  movements  containing 
seven  but  not  more  than  seventeen  jewels,  the  President  rejected  a 
recommendation  of  the  Tariff  Commission  for  increased  protection,  a 
decision  that  was  reversed  in  1954.  Actually,  the  investigations  did  not 
cover  a  large  amount  of  trade:  motorcycles  and  parts,  screws  (usually 
called  "wood  screws"),  spring  clothespins,  garlic,  cherries  (candied, 
crystallized,  or  glace),  bonito  (canned  in  oil,  etc.),  tobacco  pipes  and 
tobacco  pipe  bowls  of  wood  or  root,  pregnant  mares'  urine,  dried  figs.30 
By  1952,  a  concession  was  modified  on  dried  figs  by  Presidential  procla- 
mation on  August  16,  effective  August  30.  In  June,  1952,  a  Tariff  Com- 
mission recommendation  for  modification  in  concession  on  garlic  was 
denied  by  the  President.31 

In  an  article  in  the  American  Economic  Review,32  Professor  Kravis 
covers  a  longer  period.  By  the  end  of  1953,  there  were  fifty-one  escape- 
clause  cases.  The  Tariff  Commission  had  decided  forty  cases  and 
recommended  action  to  the  President  in  eight  cases,  but  the  President 
invoked  the  escape  clause  in  only  three  instances  and  requested  further 
study  in  two  cases.  Only  about  10  per  cent  of  the  imports  in  1951  were 
involved  in  these  cases — with  whiskies  and  spirits,  crude  petroleum  and 
its  products,  beef  and  veal,  aluminum  and  its  alloys,  lead,  and  watches 
accounting  for  9  per  cent.33 

In  the  year  ending  June  30,  1955,  fourteen  new  escape-clause  pro- 
ceedings were  instituted  and  thirteen  were  completed.  Most  of  these 
cases  did  not  cover  important  amounts  of  trade,  e.g.,  alsike  clover  leaf, 
spring  clothespins,  coconuts,  ground  chicory,  glue  of  animal  origin,  and 
red  fescue  seed.  But  hardwood  plywood,  lead  and  zinc,  bicycles,  watches, 
and  fresh  or  frozen  groundfish  fillets  were  also  included.  The  President 
approved  increased  restrictions  in  only  two  instances — alsike  clover  seed 
and  bicycles— though  not  accepting  the  full  measure  proposed  by  the 
Tariff  Commission.  In  another  instance  (lead  and  zinc),  the  President 
announced  a  program  for  accelerating  domestic  purchases.  (Is  this 
not  a  protective  measure?)  The  Tariff  Commission  had  proposed  by  a 

30  Operations  of  the  Trade  Agreements  Program,  Fifth  Report,  pp.  183-186. 

31  Bell  Report,  p.  63. 

32 1.  B.  Kravis,  "The  Trade  Agreement  Escape  Clause,"  The  American  Economic 
Review,  June,  1954,  pp.  319-338. 
33  Ibid.,  p.  323. 
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majority*  vote '-a-  rise  of  restrictions  in  five  items  and  by  a  tie  vote  in  two^ 
instances^  - 

Commissioners  were  divided  on  the  issues.  Difficulties  of i  interpreta- 
tion arose  in  large ^  part  because  of ;  disagreements  on  the  base  period 
to  be  chosen  and  trie: measurement  of  injury  ('e.g.,  the  contribution  of 
tariff  concessions  as  against  domestic  factors  toward  reduced  profits  or 
rise  of  inventories,  the  significance  to  be  attached  to  a  decline  in  the 
share  of  a  market,  the  relevance  of  gains  in  production  of  other  com- 
modities for  multiproduct  firms  or  industries )  .35 

The  relevant  criteria  are  the  following:36 

If,  as  a  result  of  unforeseen  developments  and  of  the  effect  of  the 
obligations  incurred  by  a  contracting  party  under  this  Agreement,  including 
tariff  concessions,  any  product  is  being  imported  into  the  territory  of  that  con- 
tracting party  in  such  increased  quantities  and  under  such  conditions  as  to 
cause  or  threaten  serious  injury  to  domestic  producers  in  that  territory  of  like 
or  directly  competitive  products,  the  contracting  party  shall  be  free,  in  respect 
of  such  product,  and  to  the  extent  and  for  such  time  as  may  be  necessary  to 
prevent  or  remedy  such  injury,  to  suspend  the  obligation  in  whole  or  in  part 
or  to  withdraw  or  modify  the  concession. 

In  arriving  at  a  determination  in  the  foregoing  procedure  the  Tariff  Com- 
mission, without  excluding  other  factors,  shall  take  into  consideration  a  down- 
ward trend  of  production,  employment,  prices,  profits,  or  wages  in  the  domestic 
industry  concerned,  or  a  decline  in  sales,  an  increase  in  imports,  either  actual 
or  relative  to  domestic  production,  a  higher  or  growing  inventory,  or  a  decline 
in  the  proportion  of  the  domestic  market  supplied  by  domestic  producers. 

A  moment's  attention  to  one  of  the  most  important  cases — that  of 
watches — will  bring  out  the  important  issues.37 

In  this  instance  the  Tariff  Commission  was  divided  concerning  the 
present  threat,  but  a  majority  agreed  that  the  American  industry  was 
threatened  with  serious  injury  in  the  future.  What  seemed  to  bother 
the  majority  was  a  rise  of  wages  relative  to  Switzerland  in  the  United 
States  of  two  times  since  the  war  without  a  corresponding  relative  gain 
of  productivity  in  this  country,  a  serious  matter  with  wages  80  per  cent 
of  costs,  the  large  relative  gains  of  the  Swiss  in  the  American  market, 
the  large  inventories  on  hand  in  this  country,  the  decline  of  employment 
in  the  production  of  pin-lever  (relatively  cheap)  watches,  and  the 
failure  of  the  market  for  American  watches  to  grow  with  the  national 
economy.   The  members   of  the  Commission  not  especially  concerned 

34  U.S.  Tariff  Commission,  Operation  of  the  Trade  Agreements  Program,  July, 
1954,  to  June,  1955,  pp.  183-208. 

35  Kravis,  op.  cit.,  pp.  325-335. 

30  Randall  Commission  Staff  Papers,  pp.  281-282. 

37  U.S.  Tariff  Commission,  "Watches,  Watch  Movements,  Watch  Parts,  and  Watch- 
cases,"  Report  176,  2d  ser.,  1953. 
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over  this  threat  stressed  the  better  selling  job  being  done  by  distributors 
of  imported  watch  movements,  the  shifts  of  taste  with  large  rise  of 
demand  concentrated  on  the  medium-priced  watch  ( the  watch  built  with 
Swiss  movements),  the  gains  of  the  American  industry  in  the  market 
for  watches  with  more  than  seventeen  jewels,  and  the  adequate  level  of 
profits. 

In  refusing  to  accept  the  recommendations  of  the  Commission,  the 
President  emphasized  the  high  profits  of  the  industry,  the  gains  in  sales 
of  watches  with  more  than  seventeen  jewels,  the  great  harm  that  would 
be  done  to  the  Swiss  economy  with  a  heavy  and  localized  concentration 
of  the  industry,  and  the  large  purchases  of  Switzerland  from  the  United 
States.  But  the  crucial  passage  was  the  repudiation  of  the  share  doc- 
trine:38 

One  may  well  ask  how,  in  this  situation,  three  Commissioners  found  serious 
injury.  The  answer  seems  to  lie  almost  entirely  in  the  significance  which  they 
attached  to  the  fact  that  the  expansion  of  domestic  jeweled  watch  production 
has  not  kept  pace  with  expansion  of  imports,  so  that  the  industry  today  enjoys 
a  smaller  share  of  the  larger  market.  Because  of  the  dangerous  precedent 
which  would  be  involved  in  accepting  this  share  doctrine  as  the  determinant  of 
serious  injury,  I  should  like  to  emphasize  its  far-reaching  implications.  Serious 
injury,  by  any  definition,  means  a  loss  to  someone.  Declining  production,  lower 
employment,  lower  wages,  lower  returns  or  losses  in  capital  invested — any  of 
those  things  might  indicate  some  degree  of  injury.  But  the  share  doctrine  goes 
much  further.  In  fact,  it  finds  that  serious  injury  exists  when  the  domestic  in- 
dustry fails  to  gain  something  it  never  had,  even  though  the  industry  may  be 
prospering  by  all  of  the  customary  standards  of  levels  of  production,  profits, 
wages  and  employment.  This  is  the  doctrine  on  which  the  claim  of  injury 
by  three  Commissioners  appears  to  be  based. 

Whenever  possible  the  President  seemed  disposed  to  reject  the 
recommendations  of  the  Tariff  Commission  for  increased  restriction 
under  the  escape  clause.  For  example,  in  reply  to  a  recommendation 
for  the  importation  of  domestic  groundfish  fillets  the  President  (July  2, 
1954)  pointed  out  that  with  the  great  expansion  of  the  fish-stick  in- 
dustry, which  would  increase  greatly  the  consumption  of  groundfish 
fillets,  it  would  be  a  great  mistake  to  "hamper  and  limit  the  develop- 
ment of  the  market  for  the  product  and  jeopardize  present  prospects  for 
the  increase  in  per  capita  consumption  of  fish  which  is  the  real  solution 
of  the  industry's  problem."  In  a  decision  of  August  20,  1954,  the  President 
refused  to  accept  a  decision  of  the  Tariff  Commission  to  increase  the 
duties  on  lead  and  zinc  and  instead  agreed  to  purchase  increased  sup- 
plies at  home  for  domestic  stockpiles.  (Incidentally  this  also  might  be 

38  Ibid.,  p.  78. 
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considered  a  protectionist  measure,  certainly  a  subsidy. )  In  response  to  a 
divided  vote  by  the  Tariff  Commission  in  respect  to  higher  duties  on 
hand-blown  glassware  the  President  held  that  "the  fundamental  cause 
of  the  difficulty  of  this  industry  lies  in  competition  offered  by  machine- 
made  glassware  to  both  imported  and  domestic  handmade  ware/'  He 
refused  to  support  a  rise  of  duties. 

Two  notable  cases  should  be  presented  here.  The  first  is  the  reversal 
on  Swiss  watches.  Here  the  President,  basing  himself  on  the  defense 
argument  on  July  27,  1954,  supported  a  substantial  rise  of  duties  on 
Swiss  jeweled  watches;  otherwise,  important  skills  would  be  lost. 
The  President  approved  increased  restrictions  even  though  the  domestic 
industry  on  the  whole  was  very  profitable,  even  though  the  Swiss 
watches  were  in  a  sense  in  a  noncompetitive  market  (intermediate 
prices),  and  even  though  the  domestic  output  was  close  to  the  amount 
presumably  required  to  meet  defense  need.39 

Finally,  in  a  decision  of  August  19,  1955,  the  President  announced  an 
increase  of  50  per  cent  in  the  duty  on  imported  bicycles  (or  equivalent 
to  about  10  per  cent  in  the  price  of  the  imported  bicycle).  In  this  in- 
stance, given  the  law,  the  President  could  scarcely  escape  taking  action. 
The  industry  was  suffering  greatly  from  the  large  and  rapid  importa- 
tion of  the  lightweight  bicycle.  His  support  of  a  higher  duty  might  be 
explained  in  part  by  the  improved  international  economic  position  of 
the  United  Kingdom,  the  main  exporter.  "In  my  judgment  of  these  de- 
velopments [improving  technology  and  meeting  consumer  tastes]  rather 
than  intervention  by  government,  are  the  domestic  industry's  real  hope 
for  the  future."  His  action  "accords  reasonable  recognition  in  the  interests 
of  American  consumers  .  .  .  assures  to  producers  in  friendly  foreign 
lands  an  excellent  competitive  chance  to  share  handsomely  our  large  and 
growing  market  for  bicycles  .  .  .  this  nation's  firmly  rooted  policy  of 
seeking  ever  expanding  levels  of  international  trade  and  investment  is  in 
no  respect  altered  by  this  decision."40 

From  the  last,  it  is  clear  that  the  President  was  troubled  over  the 
conflicts  raised  by  these  rulings  under  the  escape  clause  and  the  broader 
objectives  of  national  policy.  "...  the  President  must  take  account  of 
all  relevant  factors,  including  our  national-defense  requirements,  require- 
ments for  carrying  on  successfully  the  foreign  relations  of  the  United 
States,  and  the  necessity  for  maintaining  and  strengthening  our  domestic 
economy." 

That  the  escape-clause  and  peril-point  provisions  are  to  be  more 
troublesome  to  any  administration  favoring  trade  liberalization  is  sup- 
ported by  the  revisions  under  H.R.   1   (the  Trade  Agreements  Act  of 

39  Cf.  Statement  by  a  Committee  for  a  National  Trade  Policy,  July  29,  1954, 

40  The  New  York  Times,  Aug.  20,  1955. 


Tariffs  and  the  Dollar  Gap:  I  363 

1955).  In  the  future  injury  can  be  claimed  when  a  segment  of  an  in- 
dustry is  affected  adversely  by  increased  imports. 

Sections  6  and  7  of  the  1955  Act,  as  reported  by  the  Senate  Finance 
Committee,  follow.  In  conference  the  words  "have  contributed  ma- 
terially, etc."  in  7(b)  were  modified  to  "have  contributed  substantially 
towards  causing  or  threatening  serious  injury."  This  provision  seems  to 
put  more  emphasis  on  the  contribution  of  imports  to  the  damage  done. 
It  was  also  made  clear  that  injury  could  not  be  claimed  on  the  basis  of 
injury  to  one  firm.41 

In  his  first  annual  report  on  the  Operation  of  the  Trade  Agreements 
Extension  Act  of  1955  (February  11,  1957),  the  President  discussed  re- 
cent efforts  to  liberalize  trade.  Of  seven  escape  clauses  disposed  of  in 
1956,  the  President  granted  increases  in  all  but  two  (bicycles  and  linen 
toweling ) . 

SECTION  6  OF  THE  TRADE  AGREEMENTS  EXTENSION  ACT  OF  1951 

Sec.  6.  (a)  No  reduction  in  any  rate  of  duty,  or  binding  of  any  existing 
customs  or  excise  treatment,  or  other  concession  hereafter  proclaimed  under 
section  350  of  the  Tariff  Act  of  1930,  as  amended,  shall  be  permitted  to  con- 
tinue in  effect  when  the  product  on  which  the  concession  has  been  granted 
is,  as  a  result  in  whole  or  in  part,  of  the  duty  or  other  customs  treatment 
reflecting  such  concession,  being  imported  into  the  United  States  in  such  in- 
creased quantities,  either  actual  or  relative,  as  to  cause  or  threaten  serious 
injury  to  the  domestic  industry  producing  like  or  directly  competitive  products. 

(h)  The  President,  as  soon  as  practicable,  shall  take  such  action  as  may  be 
necessary  to  bring  trade  agreements  heretofore  entered  into  under  section  350 
of  the  Tariff  Act  of  1930,  as  amended,  into  conformity  with  the  policy  estab- 
lished in  subsection  (a)  of  this  section. 

[On  or  before  January  10,  1952,  and  every  six  months  thereafter,  the 
President  shall  report  to  the  Congress  on  the  action  taken  by  him  under  this 
subsection.] 

SECTION  7  OF  THE  TRADE  AGREEMENTS  EXTENSION  ACT  OF  1951 

Sec.  7.  (a)  .  .  .  [Within  sixty  days,  or  sooner  if  the  President  has  taken 
action  under  subsection  (c)  of  this  section,  the  Tariff  Commission  shall  trans- 
mit to  the  Committee  on  Finance  of  the  Senate  and  the  Committee  on  Ways 
and  Means  of  the  House  of  Representatives  an  exact  copy  of  its  report  and 
recommendations  to  the  President.]42  The  Tariff  Commission  shall  immediately 
make  public  its  findings  and  recommendations  to  the  President,  including  any 
dissenting  or  separate  findings  and  recommendations,  and  shall  cause  a  sum- 
mary thereof  to  he  published  in  the  Federal  Register. 

41  See  Ways  and  Means  Committee,  Trade  Agreements  Extension  Act  of  1955, 
pp.  4-5;  "The  Trade  Agreements  Extension  Act  of  1955,"  Senate  Finance  Report 
232,  p.  14;  and  Committee  on  a  National  Trade  Policy,  Trade  Talk,  June  10,  1955. 

42  Bracketed  material  deleted. 
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(h)  In  arriving  at  a  determination  in  the  foregoing  procedure  the  Tariff 
Commission,  without  excluding  other  factors,  shall  take  into  consideration  a 
downward  trend  of  production,  employment,  prices,  profits,  or  wages  in  the 
domestic  industry  concerned,  or  a  decline  in  sales,  an  increase  in  imports, 
either  actual  or  relative  to  domestic  production,  a  higher  or  growing  inventory, 
or  a  decline  in  the  proportion  of  the  domestic  market  supplied  by  domestic 
producers.  Increased  imports,  either  actual  or  relative,  shall  he  considered  as 
the  cause  or  threat  of  serious  injury  to  the  domestic  industry  producing  like 
or  directly  competitive  products  when  the  Commission  finds  that  such  in- 
creased imports  have  contributed  materially  to  the  serious  injury  or  the  threat 
of  serious  injury  to  such  industry. 

(e)  As  used  in  this  Act,  the  terms  "domestic  industry  producing  like  or 
directly  competitive  products"  and  "domestic  industry  producing  like  or  di- 
rectly competitive  articles"  mean  that  portion  or  subdivision  of  the  producing 
organizations  manufacturing,  assembling,  processing,  extracting,  growing,  or 
otherwise  producing  like  or  directly  competitive  products  or  articles.  Where 
a  particular  business  enterprise  is  engaged  in  operations  involving  more  than 
one  industry,  or  more  than  one  readily  determinable  segment  of  a  single  in- 
dustry, the  Commission  shall,  so  far  as  practicable,  distinguish  or  separate  the 
respective  operations  of  such  business  enterprise  for  the  purpose  of  determin- 
ing injury. 

In  general,  the  pressure  of  protectionist  groups,  fearful  of  adverse 
effects  of  increased  imports  under  the  TAP,  accounts  for  the  peril-point 
amendments  and  the  escape  clause  and  also  for  the  increased  access  to 
its  use  in  the  years  beginning  in  1955.  As  Professor  Humphrey  contends, 
the  philosophy  of  the  TAP  has  been  not  so  much  an  extension  of  trade 
as  a  reduction  of  barriers  when  serious  injury  is  not  done  to  an  American 
industry.  Perhaps  Humphrey  overstates  his  case  here,  but  the  peril- 
point  and  escape  clauses  are  evidence  of  this  concern  for  protecting  the 
weak  industry  and  precluding  serious  losses  of  jobs.  The  use  of  the 
peril  point,  as  Mr.  Thorpe  has  pointed  out,  means  concentration  upon 
the  effects  on  an  industry  without  adequate  attention  to  the  broader 
issues  of  trade  and  political  relations.  A  tendency  to  define  industries 
narrowly,  to  take  account  of  relative  as  well  as  absolute  losses,  and  to 
consider  the  effects  on  individual  products  of  multiproduct  industries, 
irrespective  of  the  general  position — these  tend  to  make  the  escape 
clause  more  restrictive.43  The  application  of  the  flexible  tariff,  relevant 
when  costs  are  high  in  less  progressive  industries  competing  with  im- 
ports, also  contributed  to  higher  rates. 

Quantitative  Restrictions 

Now  we  turn  to  another  aspect  of  restrictions  on  trade. 

In  this  country,  quantitative  restrictions  are  also  invoked,  though,  in 

43  Cf.  Humphrey,  op.  cit.,  especially  pp.  112-117,  126,  382-387. 
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general,  restrictions  of  this  type  play  a  relatively  small  part  in  our  over- 
all restrictionist  programs.  Quotas  on  sugar  are  used  to  protect  our  do- 
mestic producers.  Other  quotas  are  tied  to  our  agricultural  policy. 
Higher  farm  prices  and  income  are  the  objectives  of  agricultural  policy, 
with  purchases  and  loans  by  the  government  and  restrictions  on  output 
provided  when  inventories  threaten  to  get  too  high.  Obviously,  unre- 
stricted imports  of  agricultural  products  not  only  would  increase  the 
cost  of  the  program  (the  government  would  purchase  foreign  supplies 
also)  but  would  jeopardize  its  success  (because  of  increased  pressures 
on  prices).  Hence  quotas  on  numerous  agricultural  commodities.  It  is 
not  likely  that  these  quotas  would  be  abandoned  as  long  as  government 
intervention  is  necessary  to  maintain  prices  at  a  level  reasonably  close 
to  parity.  Should  the  government  adopt  the  Brannan  Plan,  however, 
then  prices  could  be  depressed  as  supplies  increase,  and  the  pressure  of 
imports  would  be  less  harmful  to  the  program.  At  least  consumers 
would  gain  as  an  offset  to  higher  costs  for  the  Treasury.  (Under  the 
Brannan  Plan,  farmers  are  not  restricted  in  output  but  are  compensated 
for  the  difference  between  market  and  a  fair  price.)  Dr.  D.  Gale  John- 
son proposes  that  farm  prices  be  allowed  to  respond  to  market  forces; 
then  the  increased  output  in  the  United  States  would  be  reflected  in 
reduced  prices  and  increased  consumption  in  our  large  market,  and 
hence  less  pressure  to  dump  abroad.44 

In  all,  there  were  quotas  on  twelve  products,  all  agricultural  com- 
modities. Suspension  of  tariffs  on  these  products,  according  to  Piquet, 
would  have  little  effect.  But  should  the  quotas  be  suspended  as  well, 
then  he  estimates  that  imports  would  rise  a  minimum  by  $358  million, 
or  67  per  cent,  and  a  maximum  by  $833  million,  or  156  per  cent.  The 
largest  gains  (maximum  estimates)  would  be  sugar,  $387  million;  butter, 
$215  million;  live  cattle  and  dressed  beef,  $73  million;  linseed  oil,  $60 
million.45  It  should  be  noted  that  except  for  butter,  a  rise  of  imports  of 
which  might  solve  Denmark's  dollar  problems,  the  net  benefits  of  these 
increased  imports  would  accrue  primarily  to  the  other  Americas.  The 
help  would  be  especially  important  for  Argentina,  which  in  the  years 
since  the  war  has  experienced  serious  trade  problems. 

Professor  D.  Gale  Johnson  has  pointed  out  that  in  agriculture  the 
strongly  protected  farm  products  (sugar,  sheep,  lambs,  and  wool)  ac- 
count for  only  2.4  per  cent  of  total  agricultural  employment;  mildly 
protected  products,  12.4  per  cent;  products  mildly  dependent  on  exports, 
18.1  per  cent;  products  strongly  dependent  on  exports,  13.2  per  cent. 

44  Hearings  by  the  Subcommittee  of  Joint  Committee  on  the  Economic  Report  on 
Foreign  Economic  Policy,  1955,  p.  358. 

45  H.  S.  Piquet,  Aid,  Trade,  and  the  Tariff,  p.  63;  cf.  U.S.  Tariff  Commission,  In- 
vestigation under  S.22  of  the  Agricultural  Adjustment  Act,  Sept.  15,  1955. 
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Hence,  he  concludes  that  the  removal  of  trade  restrictions  would  not 
reduce  employment;  export  employment  would  rise  at  least  as  much  as 
import  employment.  Of  course,  the  exports  of  industry  may  rise,  not 
those  of  agriculture.  I  should  say  emphatically  here  what  is  said  else- 
where, namely,  that  the  general  argument  for  free  trade  is  not  employ- 
ment, but  the  most  effective  allocation  of  economic  factors.  In  fact,  the 
surest  way  of  increasing  employment  is  by  excluding  imports.  I  realize, 
however,  that  the  economists  who  consider  the  employment  aspects  are 
induced  to  do  so  by  the  fear  of  the  effects  of  trade  liberalization  on  jobs. 
If  jobs  are  our  objective,  then  the  correct  approach  is  to  introduce  pro- 
tectionism. In  fact,  at  several  points  in  this  book  I  have  contended  that 
protectionism  may  be  justified  when  the  favorable  effects  on  jobs  are 
greater  than  adverse  effects  on  costs.  Should  we,  for  example,  raise  tariffs 
and  experience  a  loss  of  imports  and  of  exports,  the  job  situation  would 
undoubtedly  improve.  ( But  income  would  fall  unless  there  were  adequate 
amounts  of  unemployment,  real  or  disguised.  The  case  for  protectionism 
in  underdeveloped  countries  rests  largely  on  the  grounds  that  they  will 
gain  more  from  increased  employment  than  they  will  lose  from  mis- 
allocation  of  economic  resources.)  As  far  as  agricultural  employment  is 
involved,  even  if  it  is  assumed,  as  Johnson  assumes,  that  employment  in 
exports  will  rise  more  than  it  declines  in  the  production  of  import- 
competing  commodities  (and  thus  a  closer  relation  is  assumed  between 
imports  and  exports  than  actually  exists),  this  is  not  the  crucial  problem. 
Protectionism  is  justified  on  the  grounds  of  maintaining  agricultural 
prices  (and  incomes)  above  world  levels.  Once  a  free  market  in  agri- 
culture becomes  a  national  policy,  then  agricultural  protectionism  will 
have  to  find  other  supporting  arguments.46  As  a  lobbyist  for  the  milk 
producers  points  out,  United  States  prices  are  far  above  world  prices. 
Unless  imports  are  restricted,  the  support  system  is  jeopardized  and  the 
costs  of  the  program  of  supports  greatly  increased.  Thus  early  in  1954, 
the  price  of  butter  in  the  United  States  was  67  cents;  in  Australia,  39 
cents;  in  Denmark,  42  cents;  in  New  Zealand,  39  cents.47 

Professor  Viner  notes  that  employment  should  not  be  treated  by  tar- 
iffs. In  his  view,  we  should  rely  on  fiscal  and  monetary  instruments,  but 
there  are  times  when  these  tools  will  not  be  used  or  are  inadequate.48 
Even  Professor  Haberler  says  that  "deviations  from  the  competitive 
ideal,  or  the  existence  of  external  economies,  result  in  a  deviation  of  the 
free  trade  position  from  the  obtainable  optimum  in  the  sense  explained. 
...  If  wages  are  rigid  and  workers  become  unemployed  instead  of  ac- 

46  D.  G.  Johnson,  Trade  and  Agriculture,  1950,  pp.  50-53;  cf.  House  Hearings  on 
Foreign  Economic  Policy,  1953,  p.  184,  and  C.  Wilcox,  letter  to  The  New  York 
Times,  Apr.  4,  1954. 

47  House  Hearings  on  the  Trade  Agreements  Extension  Act  of  1953,  pp.  305-312. 
4S  Hearings  on  Foreign  Economic  Policy,  1955,  p.  602. 
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cepting  a  wage  cut  or  being  transferred  to  other  industries,  the  pre- 
requisites for  free  trade  no  longer  exist."49 

Customs  Administration 

A  third  aspect  of  restrictive  policy  other  than  published  rates  revolves 
around  the  administration  of  the  tariff.  For  example,  it  is  held  that  the 
methods  of  evaluation  of  a  product  tend  to  raise  rates,  that  there  are 
arbitrary  methods  of  administration  which  introduce  elements  of  un- 
certainty, and  that  there  are  long  delays  in  the  courts.  An  example  of 
arbitrary  valuations  is  the  following  case  involving  Canadian  plywood:50 

Of  the  producers'  sales  volume  in  the  Canadian  market  95  per  cent  was  in 
quantities  of  more  than  5,000  square  feet  subject  to  sizable  discounts.  The  re- 
maining volume  was  sold  in  smaller  lots  at  a  higher  price,  but  these  sales 
accounted  for  a  larger  number  of  individual  transactions.  The  Court  ruled  that 
the  "usual"  wholesale  quantities  price  is  that  charged  in  the  "greatest  number 
of  transactions,"  in  this  instance  the  price  for  5  per  cent  of  total  volume  of 
sales.   .   .   . 

Hence  the  tariff,  applied  to  excessively  high  values,  was  therefore  in- 
flated. 

Here  are  some  examples  given  by  the  Netherlands  government:51 

A  Manufacturer  wanted  to  export  earthen  ash-trays  to  the  United  States. 
He  was  not  sure,  however,  whether  the  American  customs  officers  would 
classify  this  article  as  a  household  article  (15%  duty),  a  smoking  requisite 
(30%  duty)  or  as  luxury  earthenware  (50%  duty) . 

An  exporter  of  ladies'  coats,  who  had  obtained  dollars  for  a  three  weeks' 
stay  in  the  United  States,  was  unable  to  clear  his  coats  during  this  stay  because 
the  New  York  customs  officers,  after  three  weeks,  still  had  not  decided  whether 
the  import  duty  was  to  be  imposed  according  to  the  material  of  which  the 
coats  were  made  or  the  buttons  sewn  on  to  them. 

Netherlands  carpets  without  a  fringe  are  classed  as  carpets,  rugs  and  mats 
(par.  116a  up  to  117c  U.S.  customs  Tariff  Act)  subject  to  an  import  duty  of 
25  to  30%.  If  provided  with  a  fringe  they  are  classed  as  fringes  and  articles 
wholly  or  in  part  of  fringes  (par.  1529a  U.S.  customs  Tariff  Act)  subject  to  an 
import  duty  of  45%. 

An  exporter  wishes  to  ship  young  orchid  plants  to  America.  The  American 
officer  is  afraid  that  he  may  be  letting  flower  diseases  into  the  country  and 
he  gives  orders  for  the  plants  to  be  thoroughly  fumigated;  The  result  is  that  it 
will  be  two  years  before  the  plants  flower  again.  This  practice  renders  exports 
of  orchid  plants  to  America  absolutely  impossible. 

49  G.  Haberler,  A  Survey  of  International  Trade  Theory,  1955,  p.  16. 

50  Bell  Report,  p.  48. 

61  ERP,  Report  of  the  ECA-Commerce  Mission,  pp.  170-173. 
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The  Customs  Simplification  Act  of  1953  points  up  some  of  the 
problems:52 

Since  that  time  many  changes  have  occurred  in  industry  and  commerce;  and 
the  Customs  Simplification  Act  of  1953  will  to  a  large  extent  modernize  the 
administrative  and  procedural  laws  in  accordance  with  the  objective  of  giving 
improved  service  to  the  importing  public  at  the  least  possible  cost  to  the  tax- 
payer. 

The  provisions  which  are  most  necessary  to  achieve  these  purposes  are  the 
following  (the  references  are  to  sections  of  the  Tariff  Act  of  1930):  to 
simplify  and  make  more  equitable  the  formulae  for  appraising  merchandise  for 
assessment  of  ad  valorem  duties  (sec.  402);  to  eliminate  "special  marking" 
requirements  and  to  require  only  such  marking  as  will  indicate  to  the  ultimate 
purchaser  the  country  of  origin  of  imported  merchandise,  with  additional 
authority  for  relief  in  hardship  cases;  to  authorize  the  institution  of  a  modern 
program  of  internal  audit  (sec.  523);  to  eliminate  time  consuming  and 
cumbersome  procedures  in  connection  with  warehouse  transfers  (sec.  557 
(b));  to  repeal  the  provision  for  undervaluation  penalties  (sec.  489);  to  pro- 
vide a  more  modern  method  for  converting  amounts  in  foreign  currencies  to 
amounts  in  United  States  currency  (sec.  522);  to  permit  correction  by  customs 
officers  of  admitted  errors  without  appeal  to  the  courts  (sec.  502  (c)(1)); 
and  a  number  of  others  of  lesser  individual  importance,  but  cumulatively  of 
major  importance.  The  bill  proposes  no  change  in  the  tariff  structure.  Any 
change  in  amounts  of  duty  payable  under  it  will  not  be  large. 

Here  are  a  few  more  oddities  in  classification:53 

No  man  in  a  raincoat  has  the  figure  of  a  guardsman.  Noting  this,  the 
makers  of  Burberrys  inserted  between  the  lining  and  the  outer  material  a 
small  length  of  elastic  to  draw  their  garments  in  across  the  small  of  the  back. 
The  customs  man  found  it.  Promptly,  the  Burberry  ceased  to  be  a  raincoat, 
dutiable  at  ten  per  cent,  and  became  liable  to  a  forty-five  per  cent  duty  under 
Paragraph  1529  (a)  governing  "articles  in  part  of  braid." 

The  present  tariff  law  dates  from  1930.  (It's  been  in  effect  longer  than 
any  other  such  law  in  U.S.  history.)  Since  1930,  times  have  changed:  A 
number  of  new  products  have  appeared,  and  classification  of  the  unknown 
has  proved  even  more  tortuous  than  classification  of  the  known.  Radar,  until 
the  Customs  Court  pointed  out  the  nonsense,  was  classified  as  a  clock.  Nylon 
fiber  yarn  pays  the  duty  rate  for  wool  if  it  is  crimped  or  curled,  the  duty 
rate  for  silk  if  smooth.  Speedometers,  even  though  they  were  in  wide  usage 
before   1930,   are  not  classified  as  essential  parts  of  cars  but  as  measuring 

52  Hearings  of  the  Ways  and  Means  Committee,  H.R.  5106,  on  Customs  Simpli- 
fication, 1953,  pp.  15-16.  Also  cf.  Bell  Report,  pp.  52-54,  and  Report  to  the  President 
on  Foreign  Economic  Policies,  1950,  pp.  80-84. 

63  H.  H.  Miller,  "Trade,  Aid  and  the  Shades  of  Smoot  and  Hawley,"  The  Reporter, 
Mar.  31,  1953. 
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devices.  If  they  were  considered  parts  of  cars,  the  tariff  would  be  twelve 
and  a  half  per  cent.  As  measuring  devices,  the  charge  on  them  is  sixty-five 
per  cent,  plus  a  specific  duty  of  $4.50  if  the  value  is  more  than  ten  dollars.  Try 
those  figures  on  an  eleven-dollar  speedometer,  and  after  you've  paid  the 
customs  man,  see  if  you  have  enough  left  to  settle  the  cop's  ticket. 

It  has  been  charged  also  that  administration  is  often  performed  in 
the  interest  of  domestic  producers.  The  1953  Customs  Simplification  Act 
improved  administration  to  some  extent,  though  this  was  not  a  funda- 
mental attack  on  the  problems. 

The  major  problems  are  customs  classification  and  evaluation.  Un- 
doubtedly, as  the  staff  of  the  Randall  Commission  claims,  the  tendency 
of  the  customs  officials  is  to  protect  revenue  and  hence  to  help  the  pro- 
tectionist cause.  Also,  there  is  little  logic  in  the  relationship  of  rates  and 
especially  of  specific  rates  which  are  affected  by  movements  in  prices. 
There  are  complaints  of  excessively  high  valuation  when  commodities 
contain  several  materials,  when  they  have  to  be  classified  as  new  com- 
modities, or  when  customs  evaluation  is  based  on  our  domestic  prices.54 

One  proposal  is  to  eliminate  foreign  values  as  a  source  of  evaluation, 
in  part  because  of  the  delays  involved  in  estimating  foreign  value.  Wit- 
nesses on  behalf  of  the  domestic  industries  complain  that  the  result  of 
elimination  of  foreign  value  as  a  guide  to  value  would  be  increased 
difficulty  of  imposing  countervailing  duties  when  the  export  value  is 
less  than  foreign  value.55  One  witness  complimented  the  committee  for 
not  adhering  to  an  earlier  proposal  to  exclude  the  American  selling  price 
as  a  guide  to  evaluation  and  then  added:56 

The  most  important  provision  of  H.R.  5106  is  section  15  which  establishes 
a  new  basis  for  ascertaining  the  value  of  imported  merchandise.  The  duties 
which  affect  our  industry  are  principally  those  provided  in  schedule  1  of  the 
Tariff  Act,  the  chemical  schedule.  Preponderantly  they  are  ad  valorem  duties. 
The  proponents  of  the  customs  simplification  bill  state  that  the  bill  does  not 
alter  the  tariff  rates  which  now  afford  protection  to  domestic  industry  and  so 
they  conclude  that  the  bill  does  not  in  any  way  threaten  our  industries.  Where 
ad  valorem  duties  are  concerned  such  a  statement  is  naive  and  misleading. 
Ad  valorem  duties  are  the  resultant  of  two  components;  the  rate  component 
and  the  value  component.  Each  of  these  factors  plays  a  significant  part  in  the 
determination  of  the  duty  which  must  be  paid  by  the  importer.  It  is  no  answer 
to  say  that  rates  of  duty  are  not  being  changed  by  the  bill  if  the  bill  sig- 
nificantly changes  the  other  equally  important  factor  in  duty  determination — 
namely,  the  value  component.   .   .   . 

Foreign  value:   Section  15  of  the  bill  eliminates  foreign  value  as  a  basis  of 

54  Randall  Commission  Staff  Papers,  pp.  333-358. 

55  Cf.  Hearings  on  Customs  Simplification,  1953,  pp.  22,  181-182;  also  see  Ways 
and  Means  Committee  Hearings  in  Customs  Simplification  Act  of  1955,  pp.  13-15. 

56  Hearings  on  Customs  Simplification,  1953,  pp.  152—154. 
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valuation.  It  creates  a  new  concept  known  as  comparative  value  as  an  alterna- 
tive basis  of  valuation.  It  redesignates  "cost  of  production"  as  constructed 
value.  It  redefines  export  value,  United  States  value,  the  former  cost  of 
production  value,  and  the  American  selling  price.  In  addition,  it  defines  certain 
terms  used  in  those  redrawn  value  provisions. 

We  object  to  the  deletion  of  foreign  value  as  one  of  the  primary  bases  for 
valuation  purposes.  The  present  law  requires  that  imported  merchandise  be 
valued  on  the  basis  of  the  foreign  value  or  the  export  value,  whichever  is 
higher.  It  is  our  opinion  that,  in  general,  the  use  of  foreign  value  results  in  a 
higher  valuation  than  the  use  of  export  value.  Consequently,  the  substitution  of 
export  value  for  foreign  value  as  the  primary  basis  of  valuation  will  favor  im- 
porters to  the  detriment  of  domestic  industries.  .  .  .  Nearly  $2  billion  worth 
of  other  than  coal  tar  products  are  manufactured  annually  by  the  chemical  in- 
dustry. The  deletion  of  foreign  value  as  a  primary  basis  of  valuation  will  have 
the  effect  of  reducing  the  protection  accorded  our  industry  by  the  present 
tariff  statutes  by  reducing  the  second  or  value  factor  in  the  equation  which 
produces  duties  on  chemical  imports.  The  Tariff  Commission  reported  to  this 
committee  when  H.R.  1535  was  under  consideration  that  there  is  a  general 
agreement  among  experts  that  the  substitution  of  export  value  for  foreign 
value  will,  as  a  rule,  be  more  favorable  to  importers  (Hearings,  p.  230) . 

Bearing  in  mind  that  our  foreign  competition  is  largely  cartelized,  the 
proposed  elimination  of  foreign  value  presents  a  further  danger  to  our 
industry.  .  .  .  The  accompanying  definition  of  "freely  sold  or  offered  for 
sale"  in  the  bill  will  make  it  possible  for  a  sale  to  one  or  more  selected  pur- 
chasers, even  though  the  sale  is  accompanied  by  restrictions,  to  qualify  as 
value  for  the  imported  merchandise.  It  will  thus  be  possible  for  European 
chemical  producers  to  establish  any  selling  price  they  please  for  exportations 
to  the  United  States,  including  sales  to  exclusive  distributors.  The  proposed 
bill  makes  it  a  simple  matter  for  our  foreign  competition  to  arrange  for  the 
entry  of  chemical  imports  into  this  country  at  a  landed  cost  which  we  cannot 
compete  with.57 

In  general,  there  is  a  strong  case  for  improved  administration  of  cus- 
toms and  even  for  fair  classification  and  evaluation.  Administration 
should  not  be  a  device  for  providing  a  greater  degree  of  protection  than 
was  intended  by  Congress,  nor  should  the  complicated  procedures  be  a 
serious  deterrent  to  trade.  Who  would  deny  that  customs  administration 
tends  to  discourage  trade  and  also  to  keep  rates  higher  than  originally 
intended,  though  in  part  the  effects  result  from  legislation?  A  complete 
overhauling  and  simplification  would  undoubtedly  increase  trade,  but 
obviously  the  protectionist  could  rightly  claim  that  any  concessions  made 
should  be  considered  as  part  of  the  general  program  of  trade  liberaliza- 
tion. If,  for  example,  the  effect  is  to  increase  trade  by  5  to  10  per  cent 

57  One  official  estimated  that  the  substitution  of  export  value  for  foreign-market 
value  would  reduce  dutiable  value  by  but  2%  per  cent.  Committee  for  National 
Trade  Policy,  Trade  Talk,  May  27,  1955. 
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(say,  $1  billion),  then  he  would  fight  more  vigorously  other  approaches 
to  increased  imports. 

In  August,  1956,  the  President  approved  a  new  Customs  Simplification 
Act  which  required  valuation  on  export  values  only,  not  on  either  export 
or  foreign  domestic  values.  (See  Senate  Report  2560  on  Customs  Simpli- 
fication Act  of  1956  and  the  12th  Annual  Congressional  Quarterly  Al- 
manac, 1956,  pp.  507-508.) 

Effects  of  Reducing  Restrictions 

It  is  not  easy  to  estimate  the  effects  on  imports  of  a  more  liberal  trade 
program.  Much  depends  on  the  reductions  achieved.  Economists  may 
properly  estimate  the  effects  of  a  drastic  cut  in  restrictions  or  even  their 
complete  removal,  but  when  they  are  discussing  issues  of  practical 
policy,  their  estimates  should  be  restricted  to  practical  measures  toward 
free  trade.  Then  the  political  economist  must  take  account  of  the  estab- 
lished industries,  which  will  fight  successfully  against  large  or  rapid 
declines  in  rates  or  removal  of  quotas;  the  weak  industries,  which  will 
struggle  even  more  against  any  measure  tending  to  destroy  them;  the 
agricultural  interests,  which  see  in  freer  trade  a  destruction  or  at  least 
weakening  of  their  price-support  program;  the  defense  industries,  which 
have  a  legitimate  claim  for  protection;  the  regional  interests,  which 
have  been  subject  to  losses  associated  with  Federal  policies  for  many 
years — all  these  will  narrow  the  range  within  which  concessions  may  be 
made.  Their  opposition  will  be  less  in  periods  of  exuberance  than  in 
periods  of  depression.  In  the  latter,  they  will  not  merely  oppose  reduc- 
tions. They  will  also  seek  higher  restrictions. 

Why  is  it  held  that  the  United  States  tariff  is  such  an  important 
factor?  Here  we  may  refer  to  a  study  made  by  Sir  Donald  MacDougall, 
in  which  he  shows  the  differences  in  wage  rates  and  man-hour  output 
between  the  United  Kingdom  and  the  United  States.  What  puzzles  Mac- 
Dougall is  that  whereas  on  the  basis  of  relative  wages  and  man-hour 
output,  United  Kingdom  sales  abroad  are  large  vis-a-vis  American  ex- 
ports, British  sales  to  the  United  States  are  surprisingly  small  compared 
with  total  British  sales  abroad.  But  MacDougall  concentrates  too  much 
on  wage  costs  and  leaves  out  of  account  the  importance  of  other  costs. 
(See  my  discussion  of  the  watchcase.)  In  discussing  trade  relations,  he 
does  allow,  however,  that  imperfections  of  the  market  are  very  im- 
portant. Might  he  not,  just  as  he  explains  the  large  trade  of  the  British 
with  Commonwealth  countries  in  terms  of  imperfections,  also  explain 
in  part  the  small  penetration  of  the  British  in  the  United  States  market 
in  the  same  way? 

Sir  Donald  MacDougall  also  finds  that  elasticity  of  substitution  of 
British  exports  for  United  States  exports  was  high  in  the  prewar  period; 
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that  is,  a  relative  reduction  of  British  prices  vis-a-vis  American  prices 
would  result  in  a  large  gain  of  British  sales  against  American  sales.  The 
last  points,  perhaps,  to  the  importance  of  influencing  third  markets. 
On  the  issue  of  tariff  reduction,  the  criticism  to  be  made  of  MacDougall's 
results  is  the  concentration  on  prewar  and  on  labor  costs.58 

MacDougall's  position  has  been  well  put  by  an  anonymous  author:59 

The  American  industrial  wage  rate  per  hour  is  about  2%  times  that  in  the 
United  Kingdom  (in  terms  of  dollars).  This  means  that  for  industries  in  which 
American  productivity  is  less  than  2%  times  the  British,  British  goods  can  be 
sold  at  a  lower  price  than  the  American.  For  example,  in  the  textile  industries 
and  footwear,  American  productivity  before  the  war  was  only  1%  to  2  times 
the  British.  As  a  result  British  exporters  were,  in  fact,  able  to  compete  most 
successfully  with  American  exporters  in  third  markets.  They  exported  three 
times  as  many  pairs  of  shoes,  eight  times  as  much  cotton  cloth,  twenty  times 
as  much  cotton  yarn,  over  three  hundred  times  as  much  woollen  and  worsted 
cloth,  over  ten  times  as  much  rayon  yarn.  These  figures  would  be  even  more 
striking  if  American  exports  were  compared  not  with  British  exports  only, 
but  with  the  exports  of  all  Western  European  countries. 

But  though  British  and  other  European  exporters  competed  so  successfully 
with  American  exporters  in  third  markets  in  these  lines,  they  could  make 
very  little  inroad  in  the  American  market  itself.  America's  total  imports  of 
footwear  (excluding  rubber  footwear)  were  only  0.6%  of  her  total  con- 
sumption. The  corresponding  figure  for  cotton  cloth  was  1.4%,  for  cotton  yarn 
0.05%,  for  woollen  and  worsted  cloth  21.0%,  for  rayon  yarn  0.5%.  Judging  by 
the  figures  of  relative  productivity  and  wages,  Britain  should  have  been  able 
to  undersell  American  goods  in  many  lines  by  20%  to  30%.  But  apart  from  the 
cost  of  transport,  the  differing  tastes  of  American  and  British  consumers,  and 
the  general  difficulties  of  selling  goods  in  a  foreign  country,  the  American 
tariff  largely  ruled  out  the  possibility  of  British  sales  in  the  American  market. 
The  American  duty  on  footwear,  for  example,  ranged  from  10%  to  35%,  with 
an  average  rate  of  21%.  The  duty  on  cotton  cloth  ranged  from  7.75%  to  57.5%, 
with  an  average  rate  of  31%.  The  average  rate  of  duty  on  woollens  and  worsteds 
was  equivalent  to  75%  ad  valorem,  that  on  rayon  yarn  to  as  much  as  134%. 
Within  each  of  these  commodity  groups,  moreover,  the  tariff  was  finely  graded 
so  as  to  give  higher  protection  to  qualities  for  which  higher  protection  was 
needed. 

The  United  States  Tariff  Commission,  in  a  post-war  publication,  recognized 
the  restrictive  effect  of  the  American  tariff  in  many  of  these  lines.  They 
reckoned,  for  example,  that  a  reduction  of  50%  in  the  1939  tariff  might  in- 
crease imports  of  woollens  and  worsteds  three  to  ten  times,  and  imports  of 
rayon  yarn  thirty-five  to  one  hundred  times.  Overall  they  estimated  that  a  50% 
reduction  in  American  tariffs,  as  they  existed  in  1939,  would  increase  American 
\  imports  by  about  $0.75  billion.  They  were,  however,  reckoning  in  terms  of 

58  G.  D.  A.  MacDougall,  "British  and  American  Exports,"  Economic  Journal, 
December,  1951,  and  September,  1952. 

59  ERP,  Report  of  the  ECA-Commerce  Mission,  pp.  195-196. 


Tariffs  and  the  Dollar  Gap:  I  373 

prices   not   much  higher  than   in   1939.   In   current  prices   this  would  mean 
an  increase  of  about  $1.5  billion  in  American  imports. 

In  replies  to  the  European  Cooperation  Administration  (EC A) -Com- 
merce Mission,  the  Netherlands  government  gave  the  following  ex- 
amples of  tariffs  interfering  with  sales  in  the  American  market:60 

Textiles.  The  general  opinion  of  the  firms  who  answered  our  questionnaire 
is  that  exports  of  textiles  could  reach  a  considerably  bigger  volume  at  a  lower 
rate  of  import  duty.  The  percentage  with  which  the  ultimate  retail  price 
exceeds  the  American  market  price  practically  always  remains  within  the 
range  of  the  import  duty.   .   .   . 

Two  firms  report  that,  with  the  exception  of  newsprint  which  can  be 
imported  free  of  duty,  the  U.S.  tariff  is  absolutely  prohibitive  with  regard  to 
the  import  of  Netherlands  paper  into  the  U.S.A.   .   .   . 

Two  manufacturers  of  bicycles  report  that  several  efforts  have  been  made 
to  sell  to  the  U.S.A.  but  that  until  now  their  offers  could  not  be  materialized, 
partly  due  to  the  high  tariff,  partly  in  consequence  of  the  high  mark-up  for  the 
trade  which  reinforces  the  tariff  rate. 

Pottery.  Several  firms  in  this  country  have  seriously  tried  to  get  a  foothold 
in  the  American  market.  Some  of  them  succeeded  on  a  limited  scale.  The 
tariff  of  50%  ad  valorem  +  10<^  per  dozen  prevents  larger  volume  trade.  At 
a  rate  of  15—25%  ad  valorem  a  considerable  expansion  of  the  trade  may  be 
expected. 

Optical  instruments.  A  well-known  firm  in  this  country  is  keenly  interested 
in  the  American  market.  Their  main  lines  are  microscopes,  polarimeters  and 
prism  binoculars.  The  U.S.  import  tariff  on  these  items  is  45%,  60%  and  20% 
respectively.  Because  of  the  very  competitive  prices  and  the  high  quality  of 
the  product  a  trade  on  a  limited  scale  has  been  developed.  A  larger  trade  can- 
not be  expected  under  this  tariff  while  it  is  certainly  absolutely  prohibitive 
when  larger  advertising  campaigns  should  be  undertaken  and  greater  allow- 
ances to  the  trade  should  be  granted,  two  conditions  which  should  necessarily 
be  fulfilled  before  making  endeavors  for  a  considerable  larger  and  continent 
wide  trade.  The  performance  of  their  microscope  e.g.  could  in  broad  outline  be 
compared  with  the  model  B.A.  8  of  the  American  firm  Bausch  &  Lomb, 
though  there  are  some  technical  differences. 

In  response  to  a  request  of  the  ECA-Commerce  Mission,  the  British 
government  listed  forty-five  items  sales  of  which  would  respond  to  tariff 
cuts  in  the  United  States.  The  rates  on  the  relevant  items  varied  from 
10  to  70  per  cent  and  included  items  as  diverse  as  scientific  instruments 
(generally  United  States  tariffs  40,  45,  and  60  per  cent);  silver-plated 

60  Ibid.,  pp.  162-165. 
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candlestick  (50);  knitting  machines  for  fully  fashioned  hosiery  (40); 
chocolate-confectionery  machinery  (27%);  herring,  smoked,  kippered, 
etc.  (10);  cotton  cloth  of  counts  exceeding  90  (mainly  27%);  wool  cloth 
weighing  not  more  than  4  ounces  per  square  yard  (37%  cents  per 
pound  plus  25  per  cent);  rayon  staple  (20);  and  mechanical  toys  (70).61 

What  is  especially  important  to  note  is  the  relation  of  the  final  price 
to  the  price  received  by  the  foreign  exporter.  Particularly  in  manu- 
factured goods  (and  notably  consumer  goods),  the  price  to  the  final 
buyer  may  well  be  several  times  that  to  the  exporter.  For  example,  the 
American  Watch  Association  revealed  that  "the  total  value  of  final 
products  of  our  industry,  in  1947,  was  $322,619,000,  of  which  only 
$48,607,000  or  15  per  cent  represented  the  cost  of  imported  watch  works; 
customs  duty,  $16,933,000;  payroll,  $14,679,000;  wrist  bands,  $4,563,000; 
gift  boxes,  $4,906,000;  and  excise  taxes,  $35,485,000."62  Distributive  costs 
are  especially  important.  Not  only  is  the  final  product  priced  at  six  to 
seven  times  the  cost  of  the  imported  materials,  but  note  that  if  the  tariff 
were  cut  by  one-third,  the  gains  to  the  consumer  would  be  only  1  to  2 
per  cent.  Note,  further,  that  if  the  foreign  seller  reduced  his  price  by 
50  per  cent,  the  gain  to  the  American  buyer  would  be  only  8  per  cent. 
(Throughout  I  assume  that  all  reductions  are  passed  on  to  the  con- 
sumer. )  This  arithmetic  points  to  one  reason  why  it  is  difficult  to  expand 
sales  to  the  American  market.  Not  only  are  the  distribution  costs  large 
compared  with  the  export  price,  but  in  order  to  penetrate  the  rich 
market,  large  capital  investments  are  required.  European  exporters  are 
loath  to  make  these  investments  as  long  as  the  market  is  an  uncertain 
one. 

Time  well  observes:63 

Removing  tariffs  would  certainly  help  foreign  producers.  But  the  main 
obstacle  to  big  volume  sales  of  foreign  goods  in  the  U.S.  is  the  nature  of  the 
American  market  place  itself. 

A  basic  condition  of  selling  in  America  is  that  goods  must  be  sold  in 
larger  quantities  than  most  foreign  manufacturers  are  prepared  to  produce. 
The  backbone  of  foreign  industry  is  small  and  medium-sized  plants,  whose 
entire  output  would  not  warrant  the  large  investment  in  promotion  needed  to 
sell  in  the  U.S. 

Foreign  producers  get  another  shock  when  they  discover  that  the  cost  of 
distributing  goods  in  the  U.S.  is  considerably  higher  than  in  Europe.  And 
because  the  American  market  is  so  big  and  active,  the  seller  must  make 
more  noise  with  ads  to  be  heard  at  all.  Many  foreign  producers  are  reluctant 
even  to  whisper. 

61  Ibid.,  pp.  141-142. 

62  Ways  and  Means  Committee  Hearings  on  H.R.  4294,  Trade  Agreements  Ex- 
tension Act  of  1953,  p.  1869. 

63  Time,  Nov.  23.  1953,  p.  106. 
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.  .  .  While  U.S.  producers  thrive  on  competition,  most  foreign  businessmen 
shun  it.  Thus  they  tend  to  concentrate  on  basic  commodities,  semi-finished 
goods  for  special  industrial  use,  or  national  specialties  unlike  any  produced  in 
the  U.S. — Scotch  whiskey,  British  woolens,  French  wines  or  Belgian  lace. 

.  .  .  British  textile  weavers,  accustomed  to  making  cloth  36  inches  wide, 
found  that  American  patterns  required  it  to  be  at  least  39  inches  wide.  Some 
other  sellers  have  made  the  necessary  changes.  But  most  foreign  producers 
still  see  no  reason  why  they  should  adapt  their  products  to  American  wants, 
even  if  they  could  afford,  the  expense.  It  is  hard  for  them  to  accept  the  rule 
that  in  the  American  market  place  the  buyer  is  king. 

Foreign  businessmen  also  feel  that  the  American  market  is  unpredictable 
and  fickle.  At  home,  customers  are  faithful  to  their  traditional  suppliers;  the 
European  producer  is  aghast  at  the  casualness  with  which  the  American  con- 
sumer is  ready  to  leave  one  supplier  for  another  who  comes  along  with  some- 
thing brighter,  cheaper — or  better. 

Thus,  the  American  market  seems  treacherously  unstable  to  foreigners.  What 
is  in  demand  one  day  may  not  be  the  next.  Therefore,  many  foreign  producers 
are  reluctant  to  expand  their  sales  in  the  U.S.,  even  when  there  is  a  strong 
demand  for  their  products.  One  Dutch  manufacturer  of  tea  sieves,  whose 
products  made  a  big  hit  with  U.S.  housewives,  nevertheless  refused  to  enlarge 
his  production  for  fear  the  market  might  dry  up.  Many  fail  to  expand  because 
their  sights  are  set  lower  than  U.S.  manufacturers,  and  the  small  market  they 
already  have  seems  big  to  them.  Others,  not  without  reason,  believe  that  if 
they  build  up  too  sizable  a  market  for  their  products,  bigger  American  com- 
panies will  start  competing  and  squeeze  them  out — or  pressure  Congress  to 
raise  tariffs. 

Actually,  the  fundamental  reason  why  most  foreign  goods  cannot  compete 
successfully  in  the  U.S.  is  that  selling  in  the  U.S.  involves  big  stakes,  and  big 
stakes  mean  big  risks.  Few  foreign  producers  are  willing  to  take  the  gambles 
American  producers  accept  as  a  matter  of  course.  The  constantly  changing 
demands  of  the  U.S.  consumers  can  only  be  met  by  investment  in  new  products 
and  more  efficient  production  methods  that  will  lower  prices.  Foreign  pro- 
ducers willing  to  meet  such  terms  prosper,  tariffs  or  no.  British  auto  producers, 
for  example,  have  shrewdly  pushed  sales  of  sport  cars,  something  Americans 
wanted  but  did  not  have;  last  year  they  sold  31,243  cars  in  the  U.S.,  far  more 
than  any  other  foreign  country.  The  big  lesson  producers  abroad  must  learn  is 
that  the  main  cause  for  failure  to  sell  in  the  U.S.  is  not  just  high  tariffs.  It  is 
the  fact  that  foreign  producers  fail  to  study  the  market  and  use  American 
methods  to  give  the  American  consumer  what  he  wants. 

As  Lubell  puts  it,  "The  data  compiled  by  Humphrey,  who  is  sym- 
pathetic with  the  liberal  trade  viewpoint,  should  lay  to  rest  for  good  any/ 
notions  that  a  reduction  of  American  tariffs  can  bring  about  any| 
spectacular  increase  in  U.S.  imports."04  Over  a  period  of  fifty  years; 
Humphrey  finds  little  association  of  imports  and  tariff  rates,  product  by 
product;  styling,  ability  to  meet  delivery  dates,  etc.,  are  much  more  im- 

64  S.  Lubell,  The  Revolution  in  World  Trade,  p.  87. 
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portant.  In  an  excellent  chapter,  Humphrey  comments  on  the  institutional 
obstacles  to  a  rise  of  imports,  e.g.,  the  failure  of  foreign  manufacturers 
to  advertise,  the  selling  problems  related  to  size  of  orders,  and  styling.65 
Tarshis  stresses  the  significance  of  monopolistic  elements  and  hence  the 
importance  of  markups.  What  is  more,  the  varying  effects  of  markups 
in  different  industries  generally  affect  the  exportability  of  product  A 
against  that  of  product  B.66 

An  examination  of  the  tariff  structure  in  the  United  States  throws 
further  light  on  these  problems.67 

In  Table  22-2,  it  is  revealed  that  as  of  1949,  dutiable  imports  were 
$2,695  million  and  the  average  rate  as  of  January  1,  1952,  was  13.3  per 
cent.  With  an  average  rate  of  13  per  cent,  it  seems  dubious  that  the  rate 
of  itself  (even  admitting  that  there  are  many  individual  rates  of  30,  40, 
50,  and  more)  can  depress  imports  by  large  amounts  compared  with  a 
dollar  gap  of,  say,  $4  billion  to  $8  billion.  An  estimate  of  the  Tariff  Com- 
mission reveals  that  only  about  $25  million  of  imports  is  subject  to  rates 
of  66  per  cent  or  more.  The  amount  is  only  a  fraction  of  1  per  cent  of 
imports.  Of  course,  the  amount  excluded  by  these  high  rates  may  be 
several  times  the  value  of  imports  of  the  relevant  items.68 

Here  is  some  relevant  statistical  material: 

1.  This  breakdown  is  of  some  interest.  The  average  rate  is  5  per  cent 
or  less  for  imports  of  $238  million;  10  per  cent  or  less,  $786  million. 

2.  Again,  note  that  items  largely  agricultural  account  for  $1,237 
million  ($170  million  already  included  in  item  1).  Reductions  in  these 
items  would  require  a  radical  revision  of  agricultural  policy,  though, 
of  course,  the  essentials  of  the  price  supports  could  still  be  maintained 
even  though  more  imports  were  allowed,  when  foreign  sources  must 
provide  the  major  supplies,  e.g.,  wool. 

3.  Included  in  this  table  are  important  items  for  which  the  tariff  is 
not  required.  In  other  words,  even  if  the  tariff  were  eliminated,  imports 
in  large  quantities  would  not  come  in.  This  generalization  applies  largely 
to  metals  and  manufactures  ( $338  million )  and  to  some  extent,  of  course, 
to  all  other  categories.69 

These  three  categories  account  for  most  of  the  dutiable  imports. 
Allowing  for  tariffs  so  low  that  a  removal  would  do  little  good,  for  agri- 
cultural tariffs  tied  up  with  agricultural  policy  and  hence  not  reducible, 

65  Humphrey,  op.  cit.,  chap.  10. 

66  L.  Tarshis,  Introduction  to  International  Trade  and  Finance,  1955,  pp.  128-129, 
136-137. 

67  Operations  of  the  Trade  Agreements  Program,  Fifth  Report,  p.  164. 

68  Hearings  on  Foreign  Economic  Policy,  1953,  pp.  198-200.  Omitted  from  this 
calculation  were  cotton  yarn,  cotton  gloves,  leather  gloves,  handkerchiefs,  and  wool. 

69  Cf .  Committee  on  Economic  Development,  United  States  and  Tariff  Policy, 
November,  1954,  p.  3.  (It  is  estimated  that  $3  billion  of  United  States  imports  is 
subject  to  quotas  and  high  tariffs. ) 
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Table   22-2.    United    States    Dutiable   Imports    (for   Consumption)    in    1949: 

Average  Ad  Valorem  Equivalents  of  Rates  of  Duty  in  Effect  on  Specified 

Dates,  by  Tariff  Schedules 


Chemicals,  oils,  and  paints 

Earths,  earthenware,  and  glass- 
ware  

Metals  and  manufactures  of 

Wood  and  manufactures  of 

Sugar,  molasses,  and  manufac- 
tures oft 

Tobacco  and  manufactures  of .  .  . 
Agricultural  products  and  pro- 
visions : 

Fishery  products 

Other 

Total  or  average 

Spirits,  wines,  and  other  bever- 
ages  

Cotton  manufactures 

Flax,  hemp,  jute,  and  manufac- 
tures of 

Wool  and  manufactures  of 

Silk  manufactures 

Manufactures  of  rayon  or  other 

synthetic  textile 

Papers  and  books 

Sundries 

Free-list  taxable 

Total  or  average 


United 

States 
dutiable 
imports, 

1949,* 

thou- 
sands of 

dollars 


78,451 

59,461 

338,414 

97,551 

345,179 
75,337 


72,615 
412,278 


484,893 


89 , 560 
22 , 649 

141,755 

234 , 209 

21,477 

7,233 

21,399 

223,359 

454,419 


2,695,346 


Average  ad  valorem  equivalent 
based  on  rates  in  effect,   % 


Before 

any 
agree- 
ments 


22.4 

42.7 
27.1 
10.9 

29.9 
43.0 


14.5 
19.3 


18. 


85.2 
35.6 


25.8 


On 

Jan.  1, 
1945 


16.7 

38.8 
18.6 

7.2 

15.5 
32.4 


11.8 
14.3 


13.9 


43.4 
28.7 


18.3 


On 

Jan.  1, 
1951 
(pre- 
Tor- 

quay) 


12.9 

27.8 

14.9 

4.9 

10.8 
23.2 


9.4 
11.4 


11.1 


25.9 

22.7 

5.0 

24.8 
26.4 

23.6 

9.0 

21.3 

7.2 


13. i 


On 

Jan.  1, 

1952 

(post- 
Tor- 
quay) f 


10.9 

26.6 

13.4 

4.5 

10.8 
19.2 


9.0 
11.2 


10.8 


5.0 

24.4 
25.9 

19.2 
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44 
35 
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*  Preliminary. 

t  Assuming  that  all  concessions  negotiated  at  Torquay  were  in  effect  on  Jan.  1,  1952. 

t  Chiefly  cane  sugar  ($322  million),  imports  of  which  are  regulated  by  quota. 

§  If  imports  of  cane  sugar  ($322  million),  which  are  regulated  by  quota,  were  excluded  from  this 
calculation,  the  percentages  of  reduction  would  be  46  and  27  per  cent,  respectively,  instead  of  49  and 
27  per  cent. 

source:  Compiled  from  official  statistics  of  the  U.S.  Department  of  Commerce. 


for  tariffs  that  are  not  protectionist  because  they  are  not  needed,  we 
draw  the  conclusion  that  tariff  cuts  or  even  removal  of  tariffs  would 
not  greatly  increase  imports,  though  admitting  that  there  are  many 
individual  items  where  a  reduction  of  the  tariff  from  10  to  70  per  cent 
might  greatly  increase  imports.  (Cf.  the  British  listing  above. ) 

In   this    connection,   the   experience   with   a   large   rise   in   the   tariff 
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on  Swiss  watches  in  1954  introduced  by  a  Presidential  order  under  the 
escape  clause  is  of  some  interest.  Apparently  in  the  six  months  August, 

1954,  to  January,  1955,  the  first  six  months  after  the  rise  of  duties,  Swiss 
exports  of  watches  to  the  United  States  declined  by  25  per  cent  from  the 
total  for  the  corresponding  period  in  1953-1954.  But  we  should  take  into 
account  the  recession  in  1954.  With  an  imperfect  market,  as  prevails 
for  many  imports  of  manufactured  goods,  the  exporter  may  absorb  ail  or 
a  large  part  of  the  tariff  and  middlemen  in  the  United  States  part  of  it. 
These  factors  may  explain  the  fact  that  imports  did  not  decline  further.70 

The  most  interesting  study  yet  made  on  the  effects  of  removal  of 
tariffs  and  quotas  is  one  by  Dr.  Piquet.71  Above  we  have  discussed  in- 
dividual cases  where  it  is  held  that  tariff  concessions  might  be  helpful. 
Now  we  turn  to  a  composite  estimate  made  up  of  individual  markets. 

On  the  assumption  of  a  suspension  of  all  tariffs  for  several  years,  Dr. 
Piquet  finds  that  on  the  basis  of  conditions  prevailing  in  1951,  the  rise 
of  imports  would  be  from  $800  million  (minimum)  to  $1,800  million 
(maximum).  With  quotas  also  suspended,  the  totals  would  be  $1,203 
million  minimum  and  $2,658  million  maximum.  A  rise  of  imports  of  this 
amount  would  contribute  substantially  toward  a  solution  of  the  dollar 
problem. 

Unfortunately,  however,  a  suspension  of  all  tariffs  and  quotas  is  so  far 
removed  from  practical  economic  policy  that  this  approach  is  scarcely 
worth  discussing.  For  example,  as  long  as  this  country  is  determined  to 
keep  agricultural  prices  and  incomes  up,  it  is  not  likely  that  it  will 
abandon  protectionism,  especially  quotas. 

Yet  certain  aspects  of  Piquet's  study  should  be  considered.  First,  he 
leaves  out  of  account  about  20  per  cent  of  the  total  import  trade, 
largely  smaller  items,  as  well  as  items  not  imported  at  all  that  might  be 
imported  should  free  trade  prevail.  (The  conclusions  reached  from  the 
study  of  80  per  cent  are,  however,  applied  to  all  items.)  Second,  the 
analysis  is  by  items  individually,  without  adequate  consideration  of  their 
relationships.  For  example,  if  tariffs  on  woolens  were  removed  and 
Western  Europe  captured  our  woolen  industry,  would  a  reduction  in 
tariffs  on  raw  wool  raise  wool  imports?  Or  actually  would  not  imports 
of  wool  disappear? 

How  Dr.  Piquet  obtains  his  estimate  is  not  at  all  clear,  except  that 
we  are  informed  that  he  consulted  commodity  experts.  Obviously,  he 
must  estimate  the  response  in  each  instance  of  export  production  abroad 
to  the   offer  of  a  higher  price  to  the  foreign  producer  as  tariffs  are 

70  Cf.  International  Monetary  Fund,  International  Financial  News  Survey,  Feb.  25, 

1955,  p.  263. 

71  See  H.  S.  Piquet,  Aid,  Trade  and  the  Tariff,  1953;  Conference  Board  Economic 
Forum,  The  Economics  of  Tariffs,  1953,  especially  pp.  48-67;  and  Randall  Com- 
mission Staff  Papers,  pp.  298-311. 
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eliminated  here,  the  extent  to  which  foreign  sellers  will  increase  their 
profits  in  response  to  a  more  favorable  competitive  position  rather  than 
expand  sales  at  the  higher  dollar  prices  available  to  foreign  sellers  in  the 
United  States  market,  the  diversion  from  domestic  consumption  and  sales 
in  other  markets  (e.g.,  British  sales  in  France)  to  the  United  States 
market  (depending  in  part  upon  the  elasticities  of  demand  abroad  (e.g., 
in  the  United  Kingdom),  the  manner  in  which  United  States  producers 
will  respond  to  lower  prices  (divert  production  to  other  commodities, 
cut  prices,  or  close  up),  the  increase  in  sales  accompanying  lower  prices 
in  the  United  States  (but  higher  prices  for  the  foreign  seller),  etc. 

We  are  not  provided  with  any  analysis  of  the  relevant  elasticities.  Dr. 
Piquet  tells  us,  for  example,  that  the  elasticity  of  demand  for  watches  is 
high  and  for  bicycles  low.  Here  he  does  not  seem  to  take  into  account 
the  relationship  of  the  export  price  and  the  price  to  the  final  consumer. 
How  elastic  is  the  demand  for  Swiss  watch  movements?  A  tariff 
suspension  may  well  cut  the  price  of  the  movement  by  $1  or  perhaps 
one-third  of  the  export  price.  It  may  then  be  assumed  that  the  elasticity 
of  demand  would  be  high:  a  reduction  of  33  per  cent  in  price  would 
increase  sales  greatly.  But  how  high  is  the  elasticity  when  actually  the 
elimination  of  the  tariff  reduced  the  average  $25  price  of  a  Swiss  watch 
(not  the  Swiss  work)  to  the  consumer  by  less  than  5  per  cent.  In  that 
context,  elasticity  of  demand  for  the  Swiss  watchwork  is  low  indeed, 
for  it  is  given  by  the  response  of  a  reduction  in  price  not  from  $3  to  $2 
but  more  nearly  from  $25  to  $24. 

Though  the  economists  should  be  grateful  to  Dr.  Piquet  for  his  at- 
tempt to  deal  with  a  difficult  problem,  I  am  convinced  that  the  results 
are  necessarily  the  roughest  kind  of  estimates  and  to  gain  widespread 
support  would  require  much  more  analysis  of  elasticities  than  is  evident 
in  the  material  presented.  It  is  an  interesting  fact  that  economists  are 
divided  on  the  issue  of  elasticity  of  demand  for  imported  commodities. 
There  are  equally  brilliant  economists  on  either  side  of  the  fence.72 

In  a  careful  study  of  British  export  trade  Mrs.  Hutt  comments  as 
follows  on  the  Piquet  estimates:73 

It  is  difficult  to  criticize  Piquet's  estimates  as  he  gives  no  detailed  account  of 
the  methods  by  which  he  made  them,  giving  the  impression  that  he  used  his 
knowledge  of  the  particular  commodities'  demand  and  supply  conditions  and 
his  experience  at  the  Tariff  Commission  to  make  enlightened  guesses.  But  in 

72  National  Industrial  Conference  Board,  The  Economics  of  Tariffs,  pp.  100-106; 
R.  F.  Harrod,  "Imbalance  of  International  Payments,"  International  Monetary  Fund 
Staff  Papers,  April,  1953,  pp.  17-18;  and  Adler,  Schlesinger,  and  van  Westerberg,  The 
Pattern  of  United  States  Import  Trade  since  192S,  1952  (reviewed  by  H.  K.  Zassen- 
haus,  Review  of  Economics  and  Statistics,  February,  1953,  pp.  92-97). 

73  R.  Hutt,  "British  Exports  to  the  United  States,  1948-1955,"  Review  of  Economics 
and  Statistics,  February,  1957. 
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the  case  of  certain  imports  from  the  U.K.  the  estimates  do  not  seem  very 
probable  and  they  are  biassed  in  a  particular  direction.  For  instance,  it  is 
claimed  that  the  suspension  of  the  duty  on  bicycles  would  cause  a  sub- 
stantial increase  (i.e.,  50—100%)  in  imports  not  only  of  the  heavy  and  middle- 
weight type  but  also  of  lightweights.  The  duty  at  the  time  was  only  7%% 
and  even  after  the  increase  only  1VA%.  Moreover,  as  the  price  is  already  con- 
siderably lower  than  that  of  the  domestic  lightweight  and  competitive  with 
the  heavier  type  it  seems  most  unlikely  that  an  increase  of  this  magnitude 
would  occur.  Piquet  also  asserts  that  a  moderate  (i.e.,  25-50%)  rise  in  imports 
of  cars  would  occur.  As  the  duty  is  only  10%  and  design  and  performance  are 
so  much  more  important  to  the  buyer  than  small  price  differentials,  this  too 
seems  unlikely.  Similar  objections  might  be  raised  to  the  estimated  increases 
in  imports — woolens,  china  and  other  things — particularly  as  Piquet  emphasizes 
the  temporary  nature  of  the  suspension  he  is  assuming.  For  these  reasons  I 
suspect  that  for  U.K.  goods  the  potential  increases  he  asserts  are  over-estimates. 


CHAPTER  23 

Tariffs  and  the  Dollar  Gap:  II 


Appropriate  Tariff  Volicy 

What  then  is  an  appropriate  tariff  policy?  The  policy  should  be 
related  to  the  size  of  the  dollar  gap  and  should  not  be  designed  to  put 
the  whole  burden  of  the  adjustment  on  imports.  Of  course,  United  States 
tariff  policy  has  become  a  symbol  of  the  willingness  of  the  United  States 
to  cooperate  with  her  friends.  For  this  reason,  it  may  be  desirable  to  go 
beyond  a  point  suggested  by  the  purely  economic  considerations. 

It  is  well  at  the  outset  to  distinguish  two  problems,  namely,  the 
desirability  of  more  trade  and  the  dollar  problem.  The  Trade  Agreements 
Program  (TAP)  really  stemmed  from  a  desire  to  expand  the  total 
amount  of  trade.  But  since  treatment  of  the  dollar  gap  requires  an 
expansion  of  imports  without  a  corresponding  rise  of  exports,  the  TAP, 
in  theory  at  any  rate,  did  not  contribute  toward  a  solution  of  the 
dollar  gap.  Even  the  Randall  Commission  erred  in  proposing  that  con- 
cessions in  imports  be  countered  by  foreign  concessions  in  favor  of 
American  exporters.  Perhaps  this  proposal  of  the  Randall  Commission 
reflects  the  great  influence  of  the  exporters.  In  practice,  the  TAP  con- 
tributed toward  a  solution  of  the  dollar  problem  in  so  far  as  foreign 
negotiators  outbargained  the  American  negotiators  or  in  so  far  as  they 
imposed  restraints  on  trade  through  quantitative  controls  or  expanded 
their  exports  to  the  United  States  market  through  recourse  to  exchange 
depreciation  and  special  aids.  These  are  techniques  not  easily  covered 
under  the  umbrella  of  the  TAP.  Is  it  not  time  that  the  objective  of 
equal  gains  of  exports  and  imports  subsumed  under  the  TAP  was 
abandoned? 

Even  as  late  as  1955,  authorities  were  making  preposterous  claims 
for  the  gains  of  trade  under  the  TAP.  Indeed  trade  with  trade-agreement 
countries  in  some  cases  expanded  by  more  than  1,000  per  cent  from  1937 
to  1953.  But  nothing  is  said  about  the  effects  of  these  agreements  upon 
trade  with  nonagreement  countries,  nor  is  any  measure  made  of  the 
contribution  of  the  rise  of  income  here  and  similar  factors.  In  the  same 
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paragraph  the  powerful  Ways  and  Means  Committee  comments  on 
dollar  shortage  and  the  most  practical  way  of  treating  it,  namely,  lower- 
ing tariffs,  but  no  mention  is  made  of  how  these  agreements  can  solve 
the  dollar  problem.1 

An  appropriate  tariff  policy  would  take  into  account  the  need  for 
balancing  the  dollar  account,  with  increased  imports  contributing  a 
fair  share.  It  would  also  consider  the  relation  of  tariffs  to  other  domestic 
policies.  For  example,  tariff  policy  has  to  be  reconciled  with  agricultural 
policy.  Hence  on  the  assumption  that  agricultural  policy  is  not  aban- 
doned, it  becomes  necessary  to  continue  restraints  on  imports  of  agri- 
cultural commodities. 

Again,  tariffs  are  an  interference  with  the  free-market  system.  In  a 
world  of  free  markets,  the  case  against  the  tariff  would  be  much  stronger 
than  it  can  be  made  out  to  be  in  the  world  of  today,  a  world  in  which 
government  redistributes  income,  provides  social  security,  interferes 
with  free  markets  in  agriculture,  and  controls  the  rate  of  interest  and, 
indirectly,  of  investment,  both  the  amount  and  direction.  In  these 
circumstances,  it  becomes  much  more  difficult  to  discard  tariffs  than 
under  a  free  economy.  For  example,  the  Federal  government  bestows 
special  favors  upon  industries  in  some  regions,  raises  the  prices  of  their 
agricultural  products,  and  provides  special  tax  concessions,  all  policies 
that  jeopardize  important  industries  in  the  North.  In  these  circumstances, 
the  case  for  maintaining  certain  industries  of  the  developed  regions  is 
much  greater  than  it  would  be  in  the  absence  of  other  forms  of  inter- 
ference. One  is  sometimes  puzzled  by  the  fact  that  most  economists 
favor  protection  for  farmers  against  the  vicissitudes  of  the  market,  but 
the  economist  who  would  protect,  say,  textile  workers  against  free- 
market  forces  is  a  rarity  indeed.2 

It  is  often  said  that  American  industries  do  not  need  protection  against 
foreign  competitors  any  more  than  the  old  carriage  industry  needed 
protection  against  the  automobile  industry  or  Danbury  hatters  against 
the  changing  fashions  of  attire.  The  economy  has  not  only  survived  but 
actually  grown  in  the  face  of  declining  demand  for  some  commodities 
or  services  provided  by  regions.  In  fact,  the  Randall  Commission  cites 
Danbury  (hats);  Danielson,  Connecticut;  Lawrence,  Lowell,  Massa- 
chusetts; Manchester,  New  Hampshire;  Nashua,  New  Hampshire 
(textiles);  Auburn,  New  York  (International  Harvester);  Hornell,  New 

1  Ways  and  Means  Committee,  Hearings  on  the  Trade  Agreements  Extension  Act 
of  1955,  pp.  7,  62—63.  At  least  the  Committee  on  Economic  Development  suggests 
that  the  United  States  bargain  tariff  cuts  for  tariff  cuts  on  behalf  of  third  countries 
or  for  concessions  to  American  investors  abroad.  Ibid.,  p.  17. 

2  Cf.  Report  of  the  New  England  Governors'  Committee  on  the  Textile  Industry, 
1952;  and  S.  E.  Harris,  "Interregional  Competition,"  American  Economic  Association 
Proceedings,  1954. 
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York,  and  Altoona,  Pennsylvania  (shift  from  steam  to  diesel  locomo- 
tives); and  Scranton,  Pennsylvania  (coal),  as  examples  of  localities  that 
adjusted  to  serious  losses  of  industries  and  jobs.3 

But  on  the  basis  of  my  experience  in  studying  the  textile  situation, 
the  Commission  considerably  underestimates  the  difficulties  of  the 
transition.  Depression  continued  (and  continues)  for  decades  in  the 
textile  towns;  workers  do  not  move  easily;  new  industries  are  not  easily 
attracted  when  tax  rates  are  high,  labor-capital  relations  unsatisfactory 
(in  part  because  of  conditions  in  the  older  industries),  the  old  mills 
scarcely  suited  for  new  enterprises,  and  their  appearance  a  deterrent. 
Moreover  the  new  industries  attracted  have  too  frequently  been  the  ex- 
ploitative, low-wage  industries.  From  the  survey  of  the  Randall  Commis- 
sion staff,  one  would  not  suspect  that  Fall  River,  Lowell,  and  Manchester 
suffered  large  spells  of  unemployment  even  in  the  twenties,  not  to 
mention  the  thirties,  or  even  that  Lawrence  was  one  of  the  most  dis- 
tressed towns  in  the  country  in  the  fifties.  Textile  towns  in  New  England, 
coal  towns  in  Pennsylvania,  have  been  and  continue  to  be  problem  towns. 

In  an  interesting  discussion  of  the  problem  of  adjustment,  members 
of  the  Fletcher  school  stress  the  ability  to  shift  resources  following  a  cut 
in  tariffs:  In  motorcycles,  the  domestic  industry  shifted  a  large  part  of 
its  production  from  heavy-  to  lightweight  machines;  in  the  case  of  garlic, 
to  other  vegetables  and  sugar-beet  products;  in  watches,  to  those  with 
more  than  seventeen  jewels  where  protection  was  not  reduced  and  the 
United  States  producers  were  particularly  strong.  In  some  instances  the 
shift  was  to  growing  industries,  as  in  response  to  increased  demand  for 
motorcycles. 

Yet  there  are  serious  problems  of  adjustment,  and  they  may  easily 
be  underestimated.  Earlier  in  this  discussion,  I  commented  on  the  prob- 
lems of  adjustment  in  older  regions.  In  a  dissenting  report  on  glace  cher- 
ries, minority  commissioners  wrote:4 

More  important  ...  in  our  judgment,  is  the  fallacy  involved  in  the  theory 
that  producers  of  a  particular  product  cannot  be  found  to  be  seriously  injured 
because  of  the  possibility  that  they  might  cease  the  production  of  the  item 
in  question,  and  undertake  increased  production  of  other  items  or  convert 
their  operations  to  importing,  thus  retaining  their  markets,  but  abandoning 
their  functions  as  producers  of  the  product  in  question.  .  .  .  An  interpreta- 
tion of  the  escape  clause  which  results  in  the  elimination  of  many  small  in- 
dustries on  the  uncertain  ground  that  producers  in  these  industries  could 
shift  to  other  lines  of  production,  leaving  the  market  in  the  United  States  to 
particular  products  under  consideration  to  foreign  producers,  surely  does 
violence  to  the  intent  of  Congress. 

3  Randall  Commission  Staff  Papers,  pp.  411-426. 

4  Hearings  on  Foreign  Economic  Policy,  1953,  pp.  185-187. 
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One  congressman  complains  of  the  difficulties  of  adjusting  to  a  decline 
in  the  tariff  on  daffodils.5 

The  two  states  of  Washington  and  Oregon  are  the  centers  of  the  production 
of  daffodils,  iris,  and  tulips.  ...  In  my  district  alone,  growers  have  produced 
some  30  million  King  Alfred  daffodils  annually — more  than  are  grown  in  all 
of  Holland.  But  now  an  excess  of  foreign  bulbs  is  being  dumped  on  the  United 
States  market  at  prices  below  the  cost  of  domestic  production,  and  many 
growers  of  the  Northwest  are  facing  bankruptcy.   .  .  . 

A  representative  of  the  plate-glass  industry  expressed  the  attitude  of 
American  workers  toward  mobility.  (This  may  well  be  considered  an 
untenable  position,  but  it  reflects  attitudes  that  should  not  be  dismissed 
too  lightly.)6 

The  working  men  and  women  in  this  industry  resent  the  ideas  of  being 
treated  as  robots  who  may  be  transferred  from  one  job  to  another  to  satisfy 
the  theories  of  foreign  trade  economists.  .  .  .  Many  of  them  have  worked 
in  the  glass  industry  all  their  lives,  and  are  temperamentally  and  physically 
unfit  except  for  the  work  they  are  doing.  As  individuals  they  have  a  right  to  a 
proper  amount  of  protection  against  their  displacement  by  foreign  workers.   .   .   . 

Why  do  not  economists  say,  not  only  that  free  trade  prevails  among 
regions  to  the  great  advantage  of  the  nation  and  hence  should  prevail 
among  countries,  but  also  that  the  movement  of  industries  from  region 
to  region  may  be  too  costly,  that  there  is  something  to  be  said  for  slow- 
ing up  the  migration  from  North  to  South  or  East  to  West  so  that  the 
transitional  effects  would  be  less  costly?  At  any  rate,  all  would  agree  that 
government  should  not  take  extreme  measures,  as  it  has  in  the  past, 
to  accelerate  the  rate  of  decline  in  the  older  regions  and  stimulate  the 
rate  of  births  in  the  new  regions. 

I  am  sympathetic  with  the  proposals  made  by  Mr.  McDonald  and 
elaborated  in  the  Randall  Commission  Staff  Papers  to  alleviate  the 
distress  caused  by  tariff  reduction  by  providing  aid  to  management  and 
labor.  In  so  far  as  such  programs  are  practical  and  can  be  administered 
without  serious  abuses,  there  is  much  to  be  said  for  this  approach. 
Clearly  the  case  for  tariff  reduction  is  stronger  in  so  far  as  protection 
against  resultant  distress  is  provided.  But  on  the  basis  of  past  proposals 
and  practices  for  aiding  industries  and  regions  in  distress,  I  am  skeptical 
that  much  will  be  done  in  this  direction.  The  Randall  Commission 
itself  repudiated  this  approach. 

Among  the  measures  that  might  be  taken  are  the  following:  liberaliza- 
tion of  unemployment  insurance,  dismissal  pay,  retraining  of  workers, 
improved    employment    service,    and    payment    of   travel    expenses    to 

5  Congressional  Record,  May  21,  1954,  p.  A3767. 

6  Hearings  by  the  Senate  Finance  Committee  on  Trade  Agreements  Extension 
(H.R.  1),  1955,  p.  915. 
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workers  moving  to  regions  offering  jobs.  The  Randall  Commission  staff 
estimates  that  the  cost  of  a  generous  program  per  100,000  displaced 
workers  would  be  $140  million  paid  over  several  years.7  This  leaves  out 
of  account  the  problem  of  salvaging  the  investment  and  management 
involved.  Here  the  proposals  are  limited  to  tax  amortization,  help  in 
adapting  capital  to  other  uses,  technical  assistance,  and  loans  on 
guarantees  under  the  Small  Business  Administration.8  It  is  obvious  that 
management  of  industries  vulnerable  to  foreign  competition  would  not 
consider  this  adequate. 

How  much  aid  would  be  required  depends  in  part  upon  the  numbers 
that  would  be  displaced.  From  this  viewpoint  also  any  tariff  concessions 
are  made  with  less  damage  in  periods  of  growth  than  in  periods  of 
decline.  Obviously,  if  the  country  adds  600,000  jobs  a  year,  the  problem 
is  more  easily  solved  than  if  the  country  loses  a  million  or  more  jobs 
in  a  year. 

The  Commission  staff  put  the  total  employment  in  foreign  trade  at 
4,376,000.  Here  the  assumption  is  that  employment  would  suffer  if  trade 
were  eliminated  or  drastically  reduced.  Actually  there  would  be  a  loss 
of  income  and  probably  a  rise  of  employment,  since  goods  would  be 
produced  less  efficiently.  In  some  conditions,  less  trade  might  also  mean 
higher  incomes.  It  should  be  observed,  however,  that  the  1,250,000  of 
employment  related  to  processing  and  distribution  of  imports  would 
largely,  if  not  wholly,  be  transferred  to  servicing  goods  substituted  for 
imports.  Furthermore,  some  questions  may  be  raised  concerning  the 
estimate  of  export  employment.  Does  it  follow,  for  example,  that  because 
10  per  cent  of  farm  output  is  exported,  10  per  cent  of  farm  employment 
is  the  result  of  exports?  Actually  the  disappearance  of  the  export  market 
would  cut  employment  much  less  than  10  per  cent.9 

According  to  the  Commission's  staff,  the  number  of  United  States 
workers  providing  goods  "equivalent  to  the  estimated  increases  in  im- 
ports which  would  take  place  in  the  event  of  a  temporary  suspension 
of  tariffs"  would  be  as  given  in  Table  23-1.  (These  "estimates  take  no 
account  of  probable  increases  in  United  States  products  or  production 
techniques,  or  of  the  capacity  of  companies  concerned  to  shift  to  other 
lines  of  production.")10  The  reader  should  note  that  these  estimates 
deal  only  with  the  results  of  suspension  of  tariffs.  Should  quota  suspension 
be  included,  then  the  increase  of  imports  would  be  about  50  per  cent 
more  and  hence  presumably  the  number  of  jobs  involved  50  per  cent 
additional. 

7  Randall  Commission  Staff  Papers,  pp.  391-397. 

8  Ibid.,  pp.  387-388. 

9  Ibid.,  pp.  373-374. 

10  Ibid.,  p.  381. 
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According  to  this  study  the  maximum  number  of  jobs  lost  through  a 
suspension  of  tariffs  is  estimated  at  405,000;  the  minimum,  at  189,000. 
More  recently  a  congressional  committee  estimated  that  a  50  per  cent 
cut  in  tariffs  would  threaten  only  100,000  jobs.11 

Table  23-1.  Number  of  Workers  Producing  Goods  Equivalent  to  Increases  in 
Annual  Imports  after  Temporary  Tariff  Suspension! 


No.  of  workers  producing  goods  equivalent  to 

Types  of  import  increases 

Estimated  minimum  import 
increase 

Estimated  maximum  import 
increase 

in  case  of  tariff  suspension 
and  area  of  employment 

Total 

Employed  in 

Total 

Employed  in 

Nonagri- 
cultural 
industries 

Agricul- 
tural in- 
dustriesj 

Nonagri- 
cultural 
industries 

Agricul- 
tural in- 
dustries:!: 

189,090 

109,040 

80 , 050 

121,210 
69,900 
51,310 

96 , 240 
59 , 660 
36,580 

57,360 
40,060 
17,300 

36,77C 
25,680 
11,090 

23 , 870 

18,280 

5,590 

131,730 
68,980 
62,750 

84,440 
44,220 
40 , 220 

72,370 
41,380 
30,990 

404 , 990 
237,820 

167,170 

255,550 
150,070 
105,480 

202,650 

127,730 

74,920 

135,040 
97 , 540 
37 , 500 

85,210 
61,550 
23,660 

57,640 
44,960 
12,680 

269,950 

140 , 280 

2.   Indirect  employment  § 

B.   Commodities  in   "area  of  maxi- 
mum import  competition" 

129 , 670 

170,340 

88,520 

2.   Indirect  employment 

C.   Commodities    which    would    be 
likely    to    cause    some    displace- 

81,820 
145,010 

82 , 770 

2.   Indirect  employment 

62,240 

t  Based  on  estimated  increases  in  imports  in  event  of  tariff  suspension  by  Howard  S.  Piquet  in  Aid, 
Trade  and  the  Tariff. 

t  Agricultural  employment  figures  are  based  upon  Bureau  of  Agricultural  Economics  data. 

§  Includes  estimates  of  offsetting  employment  in  ocean  transportation  and  insurance  arising  from 
assumed  import  increases. 

source:  U.S.  Bureau  of  Labor  Statistics,  Branch  of  Interindustry  Economics. 


Let  us  assume  that  tariff  reduction  is  required  both  on  the  grounds  of 
improved  political  relations  and  as  a  contribution  toward  the  solution  of 
the  dollar  problem.  Then  how  do  we  preceed? 

1.  The  whole  philosophy  of  the  Trade  Agreements  Program  should  be 
discarded.  The  approach  should  be  more  imports,  not  more  imports 
and  more  exports.  In  the  past,  the  government  has  circumvented  this 
problem  by  acquiescing  when  foreign  countries  imposed  nontariff 
restrictions. 

11  House  Ways  and  Means  Committee  Report  on  Trade  Agreements  Extension  Act 
of  1955,  p.  9. 
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2.  In  approving  any  cuts  in  tariffs,  the  government  should  consider  the 
following: 

a.  Past  reductions. 

b.  The  vulnerability  of  the  industry  and  the  region. 

c.  Related  to  b  the  reductions  should  be  highly  selective,  taking  into 
account  the  possibility  of  absorbing  labor  and  capital  displaced, 
allowing  adequate  time  for  adjustment,  providing  for  suspension 
of  scheduled  declines  in  periods  of  economic  deterioration,  allow- 
ing special  treatment  and  even  increases  and  quotas  where  the 
defense  argument  could  legitimately  be  used,  termination  of  tar- 
iffs where  this  country  clearly  does  not  need  this  crutch  (foreign 
competition  is  nonexistent  at  home  and  not  serious  abroad ) . 

d.  Across-the-board  cuts  should  be  discouraged.  The  implication 
should  not  be  that  all  industries  should  experience  similar  cuts. 
In  fact,  rates  might  rise  in  some  instances  and  be  eliminated  in 
others.12 

e.  Much  has  been  made  of  the  uncertainty  of  future  American  tariffs. 
I  discuss  this  problem  elsewhere  (Chapter  22).  Here  I  only  ob- 
serve that  it  is  not  possible  to  introduce  complete  certainty  in  trade 
policy  either  here  or  abroad.  It  would  help  greatly  to  simplify 
customs  administration  and  introduce  other  reforms.  The  complete 
elimination  of  the  escape  clause  is  asking  too  much.  Labor  and 
industry  should  have  some  protection  against  unjustifiable  agree- 
ments by  United  States  negotiators.  At  least  until  1955  the  escape 
clause  was  not  a  serious  deterrent  to  trade.  Perhaps  it  would  be 
less  so  if  serious  injury  were  not  interpreted  inter  alia  as  a  loss  in 
the  proportion  of  total  output.  Obviously,  the  serious  injury  should 
be  related  to  an  absolute  loss  of  sales  (quantities),  or  employment. 
Other  criteria  used  (e.g.,  relation  of  costs  and  prices)  should  not 
be  excluded. 

While  discussing  the  problem  of  stability  in  trade  restrictions, 
I  am  reminded  of  one  objection  which  might  be  raised  against  the 
Randall  proposals  for  a  cut  in  tariffs  by  5  per  cent  per  year  or  any 
proposal  for  gradual  attrition  of  tariffs.  That  is,  though  this  might 
introduce  an  element  of  certainty,  the  net  effect  might  be  depres- 
sive. Industries  vulnerable  to  foreign  competition  would  be  re- 
minded that  each  year  they  were  to  taste  an  increased  dose  of 
foreign  competition.  Some  might  prefer  a  once-for-all  substantial 
cut  to  a  series  of  smaller  cuts  over  many  years.  The  transition 
would  then  be  aggravated,  but  the  crisis  would  be  telescoped  into 

12  Cf.  Randall  Report,  p.  50;  a  sensible  statement  will  be  found  in  Council  for 
Technological  Advancement,  United  States  International  Trade  Policy,  December. 
1953,  pp.  16-18. 
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a  shorter  period.  The  choice  is  like  the  one  between  radical  chest 
surgery  or  the  orthodox  treatment  of  tuberculosis  through  bed 
rest  accompanied  by  crises  over  many  years  followed  by  recovery 
or  death.  This  might,  in  truth,  be  an  argument,  not  against  mod- 
erate reductions  at  any  one  time,  but  rather  against  a  scheduled 
decline  over  many  years. 

The  Protectionist  Case 

Tariff  reductions  under  a  rigid  formula  are  not  supportable.  I  would 
emphasize  especially  the  need  of  considering  trade  restrictions  in  rela- 
tion to  other  government  policies,  and  I  would  urge  a  distribution  of  the 
burden  of  trade  relaxations  in  part  on  the  basis  of  the  costs  of  adjust- 
ment. 

The  Wage  Argument 

This,  of  course,  does  not  mean  that  all  arguments  for  protection  ad- 
vanced by  protectionists  should  be  accepted.  The  case  is  stronger  for 
preservation  of  current  restrictions  than  for  a  rise  of  restrictions,  be- 
cause large  investments  in  plant  and  skills  have  been  made  on  the  basis 
of  existing  restrictions. 

The  major  argument  used  by  protectionists  is  that  wages  are  higher 
in  the  United  States  than  in  other  countries.  For  example,  the  American 
Tariff  League  compares  hourly  earnings  for  industrial  workers  in  four- 
teen countries:  The  peak  is  $1.76  in  the  United  States,  and  the  minimum 
19  cents  in  Japan;  for  Sweden,  the  figure  is  75  cents;  for  the  United 
Kingdom  and  France,  47  and  46  cents,  respectively.  The  American  Tariff 
League  then  contends  that  the  wage  differential  puts  the  American 
producers  at  a  disadvantage.  Admitting  that  in  some  instances  greater 
productivity  is  an  offsetting  factor,  the  Tariff  League  contends  that 
protection  is  required  when  wage  differentials  are  not  offset  by  higher 
productivity.  In  support  of  its  position,  the  League  quotes  the  Secretary 
of  Commerce,  Sinclair  Weeks : 13 

What  I  do  suggest  is  that  in  the  process  of  determination,  when  we  come 
to  those  products  where  there  exist  radical  differences  in  domestic  and  foreign 
labor  costs  not  offset  by  greater  productivity  and  where  the  output  of  this 
product  is  important  to  a  substantial  segment  of  the  American  economy, 
then  we  be  guided  in  our  tariff  determination  to  the  end  that  an  adequate 
recognition  of  the  labor  standards  of  our  workers  in  that  industry  be  made. 

Given  this  type  of  fair  competition,  I  am  entirely  willing  to  place  U.S. 
industry  on  its  mettle  as  against  any  other  industry  anywhere  in  the  world. 
Thereafter,  let  the  man  who  makes  the  better  mousetrap  get  the  business. 

13  American  Tariff  League,  What  about  the  Wage  Gap?  p.  2. 
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This  position  is  widely  held  by  American  businessmen.  They  genuinely 
believe  that  protection  is  appropriate  in  so  far  as  wage  differentials  are 
not  offset  by  higher  productivity. 

The  President  of  the  Kimberly-Clark  Corporation  had  this  to  say 
(he  emphasized  the  similarity  of  techniques  and  productivity  here  and 
abroad):14 

I  touched  on  the  details  of  paper  manufacture  in  my  paper.  We  start  with 
wood.  That  is  the  start  of  our  whole  operation — except  for  the  trees  them- 
selves. From  there  on  to  the  time  that  the  wood  gets  to  the  mill,  it  is  all  labor. 
We  pay  about  two  and  one  half  to  three  times  as  much  to  have  that  wood 
cut  down  and  moved  to  the  mill  as  they  pay  in  Scandinavia.  The  next  step 
is  to  have  it  ground  in  a  grinder  or  digested  in  a  digester.  The  size  of  the 
digester  is  practically  the  same  here  and  abroad.  True,  there  are  some  that 
are  small,  but  generally  speaking  they  are  the  same.  Depending  on  the  quality 
that  we  want  to  make,  we  have  just  so  many  "cooks"  in  twenty-four  hours. 
We  cook  it  six  hours  or  eight  hours  or  seven  and  one  half  hours,  depending 
on  the  quality  that  we  want  to  get.  It  is  the  same  here  and  abroad  for  the 
same  quality  of  pulp. 

Then  comes  the  stock  preparation.  We  have  just  as  many  men  on  that 
and  it  takes  just  as  long  to  mix  our  stock.  No  change.  Then  comes  the  paper 
machine;  then  the  finishing  room — and  we  have  exactly  the  same  kind  of 
equipment  when  we  rewind  a  roll,  when  we  cut  it  up,  when  we  package  it. 

Now  comes  distribution.  The  first  thing  is  the  cost  of  sending  it  from  the 
mill  to  the  market.  Under  normal  circumstances,  the  cost  of  shipment  from 
Scandinavia  to  New  York  or  Baltimore  or  Savannah  or  New  Orleans  or  San 
Francisco  is  less  than  the  cost  from  Niagara  Falls  or  Hamilton  or  Neenah, 
Wisconsin,  to  the  same  places  or  to  other  places  where  paper  enters  the  open 
market.  From  there  on,  the  paper  is  handled  in  exactly  the  same  channels. 

In  presenting  its  case  before  the  Ways  and  Means  Committee,  the 
representative  of  Bausch  and  Lomb  Optical  Company  emphasized  the 
point  that  hourly  wages  were  $1.80  in  this  country,  45  to  71  cents  in 
England,  30  to  40  cents  in  Germany,  and  12  cents  in  Japan.  Wages  were 
a  large  part  of  total  costs,  and  mechanization  was  limited.15 

The  manufacture  of  microscopes  is  largely  a  matter  of  handwork.  At  least 
70  per  cent  of  the  manufacturing  cost  of  a  high-grade  microscope,  for  instance, 
isrepresented  by  cost  of  labor.  There  is  less  mechanization  in  the  manufacture 
of  microscopes  than  is  true  of  most  products  produced  in  the  United  States. 
Streamline  assembly-line  procedure  is  not  possible  because  the  quantities  in- 
volved are  not  large  enough  to  warrant  the  elaborate  tooling  and  breakdown 
of  individual  operations  as  is  true  in  the  case  of  products  made  in  large 
quantities  such  as  automobiles,  radios,  refrigerators,  and  the  like.  .  .  .  we 
estimated  that,  could  we  have  adjusted  our  direct  labor  rates  to  the  Japanese 

14  National  Industrial  Conference  Board,  The  Economics  of  Tariffs,  pp.  26—27. 

15  Hearings  on  Trade  Agreements  Extension  Act  of  1953,  pp.  271-272. 
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level  .  .  .  we  could  have  put  out  our  7  X  35  binocular  in  the  dealer's  hands 
at  $23.50  as  compared  to  the  then  Japanese  price  of  $37.50,  and  our  actual 
price  of  $108.50. 

Time  and  again,  almost  identical  complaints  were  presented  to  the 
Ways  and  Means  Committee  or  to  Congress  directly.  It  is  impossible  to 
compete  with  foreign  producers,  it  was  held,  when  our  wages  are  much 
higher  and  this  differential  is  not  offset  by  higher  productivity.  "Objec- 
tion is  voiced  only  when  products  made  in  countries  in  which  50  cents  to 
$3  a  day  is  paid  for  labor,  such  as  is  true  in  the  sweat  house  labor  areas 
of  Europe,  are  allowed  to  enter  in  direct  competition  with  products 
made  in  our  country,  where  a  much  higher  standard  of  living  wages  is 
in  effect."  This  is  the  complaint  of  a  congressman.16  Representatives  of 
the  pin,  clip,  and  fastener  industry  charged  that  wages  were  50  per  cent 
of  production  costs,  wage  rates  much  higher  "iiere""an3  techniques  of 
production  similar,  and  imports  were  rising.  The  glove  industry,  it  is 
claimed,  also  suffers  from  higher  wages,  while  the  French  copy  our 
techniques.  In  organic  chemistry,  the  wage  differential  was  considered 
too  high  for  a  non-mass-production  industry.17 

What  makes  the  blow  particularly  hard  to  bear  for  American  business 
is  that  the  United  States  government  goes  out  of  its  way  to  improve  the 
productivity  of  European  industry  through  a  program  under  the  Euro- 
pean Cooperation  Administration  and  also  through  a  $100  million  loan 
to  the  European  Coal  and  Steel  Community.  The  resultant  gains  of 
Europe,  of  course,  cannot  be  subsumed  as  those  related  to  comparative 
advantage  in  classical  theory.  A  United  States  Senator  complains  bitterly 
of  this  help  and  then  adds:  "...  no  concrete  support,  or  any  other 
kind  of  support,  has  been  given  by  this  or  the  previous  administration  to 
the  shriveling  American  coal  industry.  .  .  .  "18 

In  a  similar  vein  the  minority  report  of  the  House  Ways  and  Means 
Committee  comments  on  relative  costs  at  home  and  abroad.  Foreigners 
can  import  our  techniques,  experience  lower  taxes,  borrow  at  roughly 
similar  rates,  and  yet  pay  much  lower  wages.  Especially  significant  is 
the  fact  that  in  this  country  government  sets  minimum  standards  of 
working  conditions,  wages,  social  security,  etc.,  to  which  other  countries 
are  not  subject.19 

Economists  find  it  difficult  to  accept  the  high-wage  argument  for  pro- 
tection, for  the  fundamental  basis  of  the  theory  of  international  trade  is 
that  each  country  concentrates  on  the  production  of  commodities  in 
which  it  has  a  comparative  advantage.  Hence  the  United  States  con- 

16  Congressional  Record,  May  20,  1954,  p.  6539. 

17  Hearings  on  Reciprocal  Trade  Agreements,  1953,  pp.  153,  173-175,  508. 

18  Congressional  Record,  May  20,  1954,  p.  6540. 

19  Hearings  on  the  Trade  Agreements  Extension  Act  of  1955,  pp.  31-32. 
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centrates  on  industries  where  labor  costs  are  a  small  part  of  total  costs, 
where  high  wage  rates  are  offset  by  high  productivity,  or  where  in  the 
absence  of  high  productivity,  rich  resources  or  subnormal  wage  rates  are/ 
found.20  This  does  not  mean  that  current  comparative  costs  are  an  in-' 
fallible  guide.  Current  costs  may  be  too  high  but  relative  to  foreign  costs 
will  be  depressed  as  the  industry  matures  (the  infant-industry  argu- 
ment). Again,  on  the  basis  of  present  costs,  a  reallocation  of  resources 
may  be  suggested.  But  it  is  necessary  to  take  account  of  the  losses  of 
capital  and  skills  involved  in  the  transfer,  and  the  losses  may  be  aggra- 
vated in  so  far  as  for  economic  or  noneconomic  reasons  immobility  pre- 
vails and  the  effect  of  exposing  industries  to  foreign  competition  results 
in  large  losses  from  unemployment.  In  the  examination  of  the  readjust- 
ment experiences  the  staff  of  the  Randall  Commission  is  strangely  silent 
concerning  these  heavy  losses  in  coal  and  textile  towns.21  What  I  am 
trying  to  say  here  is  that  an  allowance  for  these  costs  might  well  sug- 
gest a  somewhat  different  rate  of  growth  of  new  industries  or  decline  of 
old  than  would  otherwise  be  implied. 

In  proposing  special  tariff  treatments  when  foreign  wages  are  sub- 
standard, the  Randall  Commission  seems  to  me  to  have  entered  a  hor- 
net's nest  and  to  have  accepted  the  validity  of  the  high-wage  theory  in 
support  of  protectionism,  for,  after  all,  how  is  the  government  to  decide 
when  wages  are  substandard  in  the  exporting  nation  except  on  the  basis 
of  relative  wages  abroad  and  in  this  country?22 

The  Defense  Argument 

I  now  turn  to  the  defense  argument,  which  is  increasingly  used  to 
support  protection  of  domestic  industries.  Even  Adam  Smith  had  re- 
course to  defense  as  a  justifiable  reason  for  protection. 

It  is  not  easy  to  weight  the  defense  argument  properly.  There  is  al- 
ways the  question  of  how  much  a  nation  is  prepared  to  raise  costs  in 
peacetime  in  order  to  be  prepared  for  an  emergency.  At  present,  the 
abandonment  of  large  population  centers  and  the  creation  of  ribbon 
cities  at  distances  of  every  twenty-five  miles  would  provide  a  large  meas- 
ure of  security  against  atomic  warfare,  but  the  resultant  reduction  of 
income  by  90  per  cent  or  more  and  the  complete  break  with  past  asso- 
ciations suggest  that  the  cost  of  increased  security  would  be  excessive. 

Then  how  far  can  the  defense  argument  be  carried?  All  would  agree 
that  the  country  must  have  a  minimum  merchant  marine  even  if  this 
means  large  construction  and  operating  subsidies  and  even  preference 

20  Cf.  W.  Leontief  in  Review  of  Economics  and  Statistics,  November,  1956,  who 
concludes  that  capital  is  the  scarce  item  in  this  country. 

21  Randall  Commission  Staff  Papers,  pp.  411—427. 

22  Randall  Report,  p.  62. 
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in  shipments  by  the  United  States  government.  Some  protection  against 
a  loss  of  foreign  supplies  of  natural  rubber  is  also  required.  Each  case 
must  be  considered  on  its  merits,  but  it  is  also  necessary  to  add  up  the 
total  costs. 

In  1954,  the  government  reviewed  its  subsidy  shipping  policy.  Note 
that  the  government  provides  subsidies  for  construction  and  operation 
and  also  provides  a  controlled  market  for  the  shipowners.23 

The  declared  shipping  policy  of  the  United  States  is  to  foster  the  develop- 
ment and  encourage  the  maintenance  of  a  privately  owned  and  operated 
merchant  marine  adequate  for  the  commercial  and  defense  needs  of  the  nation. 
In  recognition  of  the  disadvantage  faced  .  .  .  the  Merchant  Marine  Act, 
1936,  provides  for  assistance  to  the  industry  in  the  form  of  operating  and 
construction  subsidies.  The  basic  principle  of  this  assistance  is  parity;  i.e.,  to 
grant  subsidy  when  required  to  equate  approximately  American  shipping  com- 
panies' costs  of  construction  and  operation  with  those  of  their  foreign  com- 
petitors. 

It  is  unfortunate  that  a  large  field  of  imports  is  closed  because  ship- 
ping is  held  to  be  an  important  defense  industry.  We  should  be  certain 
that  neither  the  subsidies  nor  the  markets  guaranteed  are  larger  than 
they  need  be.  Our  comparative-cost  disadvantage  is  unusually  high  in 
this  industry.  For  example,  on  one  typical  trade  route  a  representative 
wage  cost  was  $20,000  for  the  United  States,  $5,200  for  Norway,  $8,310 
for  Belgium,  and  $4,700  for  the  United  Kingdom.  These  high  costs  are 
not  made  up  by  great  technical  advances  here.24  The  excess  of  United 
States  over  foreign  seagoing  labor  costs  was  57  per  cent  in  1947  and  71 
per  cent  in  1951. 25 

Again,  the  domestic  watch  and  clock  industry  has  contended  that  the 
industry  is  indispensable  for  defense:26 

Since  the  days  of  Adam  Smith,  economists  have  recognized  the  validity  of  the 
defense  argument  in  support  of  tariffs  for  industries  indispensable  for  the 
Military  Establishment.  The  manifest  essentiality  of  our  industry  to  the  na- 
tional defense  was  entirely  ignored  in  the  Torquay  negotiations,  and  was 
given  only  the  most  superficial  consideration  in  President  Truman's  rejection 
of  the  Tariff  Commission's  recommendations  in  the  escape-clause  proceed- 
ings. ... 

For  more  than  3  years  during  World  War  II  the  clock  and  pin-lever  watch 
industry  was  100  per  cent  engaged  in  defense  production.  We  manufactured 
some  25  million  complete  military  items  and  some  3%  billion  components  and 

23  House  Committee  on  Merchant  Marine  and  Fisheries,  A  Review  of  Maritime 
Subsidy  Policy  .  .  .  ,  1954,  p.  66. 

24  Ibid.,  p.  43. 

25  House  Committee  on  Merchant  Marine  and  Fisheries,  Survey:  The  American 
Merchant  Marine,  Policies  and  Problems,  1954,  p.  7. 

28  Hearings  on  the  Trade  Agreements  Extension  Act  of  1953,  pp.  437-438. 
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parts,  many  involving  almost  incredible  intricacy  and  accuracy  considering 
the  volume.   ... 

Let  me  point  out  that  the  mechanical  time  fuse  is  the  standard  fuse,  used 
by  our  armed  services  in  immense  quantities.  Each  such  fuse  contains  a 
clockwork  timepiece — equivalent  in  principle  and  function  to  a  watch  or  small 
clock.  This  timepiece  must  be  so  ruggedly  constructed  that  it  will  absorb 
without  damage  the  shock  of  the  blast  which  fires  an  artillery  shell,  yet  will 
maintain  such  delicate  accuracy  that  it  will  detonate  the  charge  within  a 
minute  fraction  of  a  second,  as  may  be  predetermined.  The  timepieces  which 
control  the  detonation  of  by  far  the  largest  proportion  of  artillery  shells  of  all 
kinds  are  made — and  can  be  made — only  by  the  horological  industry.  Other  in- 
dustries have  attempted,  but  failed,  in  the  effort  to  produce  these  mechanisms. 
Only  one  firm  not  actually  engaged  in  manufacturing  timepieces  as  such — but 
nevertheless  a  part  of  the  horological  industry — has  succeeded  in  fuse-timer 
production. 

I  should  add  that  the  mechanical  time  fuse  has  not  been  displaced,  and 
is  not  likely  to  be  displaced,  by  the  electronic  or  proximity  fuse.  Two  reasons 
may  be  cited.  The  first  is  that  the  two  fuses  are  designed  to  serve  entirely 
different  purposes.  The  second  reason  is  that  the  use  of  proximity  fuses 
actually  increases  the  need  for  mechanical  time  fuses,  since  every  proximity 
fuse  is  equipped  with  a  mechanical  time  fuse  which  acts  as  a  safety  device. 

President  Eisenhower  in  1954  allowed  a  substantial  rise  in  the  tariff 
on  Swiss  watches  on  the  grounds  that  important  skills  required  for  de- 
fense were  being  lost.  Serious  differences  of  opinion  were  introduced  in 
the  course  of  the  hearings  and  especially  on  the  time  required  to  train 
these  workers,  the  availability  of  other  industries  to  produce  the  nec- 
essary timepieces,  the  degree  of  decline  of  the  watch  industry,  and  the 
possibility  of  meeting  war  needs  through  stockpiling.27 

The  Assistant  Secretary  of  Defense  admitted  that  the  "jeweled  watch 
industry  was  uniquely  qualified  to  produce  jeweled  watches  and  move- 
ments ...  on  the  other  hand  the  mobilization  requirements  for  jeweled 
movements  for  a  3-year  mobilization  period  was  found  to  be  well  within 
the  capacity  of  the  four  companies  to  produce  within  a  year's  time."28 

The  report  upon  which  the  President  acted  was  the  following:29 

The  subcommittee  received  evidence  to  the  effect  that — 

The  Watch  and  clock  industry  has  a  unique  pool  of  skilled  workers,  some 
of  whom  require  up  to  10  years  of  training  and  experience  before  they  achieve 
professional  proficiency  in  their  precision  crafts; 

27  See  Hearings  before  the  Preparedness  Subcommittee  No.  6  of  the  Committee  on 
Armed  Services,  United  States  Senate,  on  Essentiality  to  the  National  Defense  of  the 
Domestic  Horological  Industry,  July,  1954,  especially  pp.  32-34,  39-40,  163-183. 

28  Ibid.,  p.  39. 

29  "Essentiality  of  the  American  Watch  and  Clock  Industry,"  Report  of  Prepared- 
ness Subcommittee  No.  6  of  the  Committee  on  Armed  Services,  United  States  Senate, 
S.  Res.  86,  1954. 
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The  Nation  has  historically  called  upon  this  skilled  pool  of  workers  from 
the  watch  and  clock  industry  in  time  of  war  as  its  primary  source  of  precision 
timepieces,  military  precision  timing  devices,  and  for  the  development  and 
production  of  other  essential  miniature  instruments; 

In  times  of  emergency,  the  Nation  cannot  safely  rely  on  foreign  precision 
timepieces,  other  precision  timing  devices,  and  jewel  bearings,  needed  for 
defense  requirements; 

Unless  the  training  and  employment  of  this  skilled  pool  of  workers  in  the 
horological  industry  are  continued,  the  pool  of  workers  cannot  be  maintained 
intact.  Their  unique  proficiencies  and  skills  would  deteriorate  in  industries  re- 
quiring less  highly  developed  skills  and  the  particular  skills  required  in  time 
of  war  emergency  would  not  be  available. 

An  abundance  of  expert  testimony  was  heard  by  the  subcommittee.  The 
testimony  was  in  almost  unanimous  agreement  that  the  pool  of  skilled  workers 
of  the  American  watch  and  clock  industry  is  essential  to  the  security  of  our 
country  in  time  of  war. 

As  stated  above,  the  subcommittee  has  confined  its  study  and  confines  its 
report  to  the  precise  question  propounded  by  its  charter— the  essentiality  of 
the  industry  to  national  defense. 

On  all  the  evidence,  the  subcommittee  concludes: 

1.  Although  the  Nation  was  substantially  self-sufficient  in  the  production  of 
precision  instruments  required  for  defense  in  World  War  II,  it  must  be  re- 
membered that  the  Nation  had  over  2  years  to  prepare  for  war. 

2.  A  future  war  may  come  swiftly  and  without  advance  notice.  In  such  an 
event,  there  will  be  no  time  to  provide  training  in  the  highlv  specialized  and 
critical  skills  needed  to  produce  the  precision  timing  devices  for  defense  re- 
quirements. 

3.  The  highly  skilled  workers  in  the  American  watch  and  clock  industry, 
who  require  long  years  of  training  and  experience,  and  their  unique  ability 
to  develop  and  produce,  within  the  shortest  time  possible,  precision  instruments 
to  minute  tolerances,  are  essential  to  the  national  defense.  Therefore,  it  is  in 
the  interest  of  national  defense  to  keep  this  essential  industry  alive  and  vital. 

In  one  Tariff  Commission  report,  the  importance  of  the  defense  argu- 
ments was  minimized,  but  later  official  statements  stressed  the  defense 
argument.30  The  issue  seems  to  come  down  to  the  following:  (1)  In  the 
contingency  of  large  loss  of  capacity  in  the  watch-clock  industry  and 
loss  of  skills,  can  nonwatch  or  -clock  manufacturers  produce  the  neces- 
sary military  timepieces?  (2)  Can  they  do  so  within  a  reasonable  pe- 
riod? ( 3 )  How  large  are  the  costs  of  protection?  And  how  are  they  to  be 
weighed  against  the  gains  from  security?  "Although  a  military  need 
exists  for  a  domestic  watch  industry,  there  is  no  way  of  determining  at 
what  level  the  industry  should  be  maintained  in  peacetime  in  order  to 

30  U.S.  Tariff  Commission,  Watches,  1946,  pp.  35-37. 
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make  it  possible  for  productive  capacity  to  be  quickly  expanded  to  meet 
requirements  in  time  of  war."31 

In  many  other  industries  where  appeal  is  made  to  the  defense  argu- 
ment, the  case  does  not  seem  nearly  so  strong  as  in  the  instances  just 
cited.  The  defense  argument  has  been  applied  to  textiles,  to  food,  to 
metals,  to  oil,  and  to  many  other  products.  Obviously,  it  is  helpful  to 
have  a  large  textile  capacity  in  the  midst  of  a  major  war,  and  the  pro- 
tection offered  farmers  through  both  quotas  and  subsidies  facilitated  the 
expansion  of  output  in  the  war  period.  But  the  application  of  protection 
on  the  grounds  of  the  defense  argument  to  all  industries  providing  nec- 
essary goods  in  wartime  would  greatly  increase  costs  and  reduce  sub- 
stantially our  real  income.  With  total  war,  virtually  all  industries  become 
strategic.  In  many  instances  when  it  seems  desirable  to  maintain  capac- 
ity above  the  level  given  by  competitive  conditions,  it  might  be  best 
to  pay  subsidies  outright  for  additional  output  rather  than  impose  tariffs, 
which  increase  costs  of  all  units. 

The  use  of  the  defense  argument  is  suggested  by  the  following:  First, 
consider  petroleum,  where  the  argument  used  is  that  foreign  imports 
threaten  the  continuity  of  supplies  at  home.32 

During  World  War  II,  and  particularly  in  1942  and  1943,  the  importing 
companies  were  unable  to  bring  any  substantial  quantities  of  crude  oil  or  its 
products  into  this  country  because  of  enemy  submarines.  This  demonstrated 
clearly  that  there  is  no  security  in  foreign  oil  for  the  defense  of  our  own 
borders.  Our  excess  domestic  productive  capacity  of  approximately  1  million 
barrels  per  day  at  the  beginning  of  World  War  II  made  possible  an  adequate 
supply  of  petroleum  products  to  enable  ourselves  and  our  allies  to  win  that 
war.   .   .   . 

Since  we  cannot  rely  on  petroleum  from  foreign  lands  for  the  protection  of 
our  own  borders,  we  must  consider  whether  there  are  adequate  sources  avail- 
able in  the  United  States. 

Then  in  metals  it  is  held  that  foreign  competition  results  in  closing  of 
mines  and  therefore  permanent  losses  of  sources  of  supplies.33 

Is  it  not  true  that  the  best  way  to  destroy  an  enemy  or  the  best  way  to  keep 
him  under  your  control  is  to  destroy  his  sources  of  mineral  resources  or  make 
him  come  to  you  for  those  mineral  resources?  We  must  admit  that  without 
metals  we  cannot  long  survive.  And  we  must  admit  that  when  we  have  relied 
on  outside  sources  for  our  supplies  we  have  been  compelled  to  pay  all  I  the 
traffic  would  bear  when  an  emergency  arose,  or  we  have  been  compelled  to  do 
without.   Suppose  we  look  elsewhere  and  place  our  safety  and  security  on 

31  Ibid.,  p.  36. 

32  Hearings  on  the  Trade  Agreements  Extension  Act  of  1955,  pp.  1007-1008. 

33  Ibid.,  pp.  152-153. 
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minerals  located  in  faraway  places  where  they  must  be  transported  to  this 
country  by  ship  .  .  .  — is  there  not  always  the  threat  that  these  sources  will 
be  cut  off  when  we  most  need  them  by  the  excessive  operations  of  enemy 
submarines?  Has  this  not  been  our  experience?  Look  at  the  record. 

Perhaps  the  most  all-out  case  for  protectionism  and  self-sufficiency  is 
to  be  found  in  the  reports  of  a  Senate  subcommittee  headed  by  the  most 
extreme  of  protectionists,  Senator  Malone.  Malone  would  depend  almost 
exclusively  on  Western  Hemisphere  supplies  and  through  large  deple- 
tion allowances  and  trade  restrictions  make  this  country  self-sufficient 
in  raw  materials.34 

The  Tariff  in  Perspective 

Exports  in  Third  Markets.  Obviously  the  way  out  is  not  primarily 
through  a  rise  of  imports  stimulated  by  large  cuts  in  tariffs  and  quotas. 
We  must  depend  partly  upon  countries  short  of  dollars  capturing  our 
markets  abroad  and  partly  on  continued  loans  and  grants. 

In  the  longer  run  it  is  to  be  hoped  that  some  progress  will  be  made  in 
squeezing  American  exporters  out  of  third  markets.  Some  improvement 
is  noted  for  1953  and  1954.  It  should  be  much  easier  for  Europe  to  sell 
in  Latin  America  or  Asia  than  in  the  United  States,  where  Europe  is 
often  at  a  locational  disadvantage  and  thp  high  selling  costs  are  a  great 
deterrent.  Europe's  prospects  also  improve  with  recovery  and  less  de- 
pendence on  loans  from  this  country.  Hence,  though  the  results  have  been 
disappointing,  they  should  improve.35  It  is  well  to  remember  also  that 
trade  among  industrial  countries  is  much  less  important  than  between 
industrial  and  nonindustrial  countries.  In  1951  to  1953,  trade  within  and 
among  three  industrial  groups  of  countries  accounted  for  but  39  per 
cent  of  all  exports.36  Also,  in  the  narrower  context  of  Europe-United 
States  competition  it  is  well  to  recall  the  high  elasticity  of  substitution 
of  British  for  United  States  exports,  as  revealed  in  MacDougall's  two 
excellent  articles.  In  this  connection,  the  distribution  of  trade  is  of  some 
importance.  The  Continental  European  Payments  Union  countries  sent 
but  9  per  cent  of  their  exports  to  the  United  States  and  Canada  ( 1953 ) , 
and  the  United  Kingdom  only  12  per  cent  (1952  to  1954).  Western 
Europe  could  obtain  $1  billion  by  winning  6  per  cent  of  United  States 
expgrt  markets  abroad,  but  to  gain  equally  through  a  rise  of  sales  in  the 

34  "Accessibility  of  Strategic  and  Critical  Materials  ...  for  Our  Expanding 
Economy,"  Report  of  Subcommittee  of  the  Minerals,  Materials,  and  Fuel  Economic 
Subcommittee,  1954,  especially  pp.  3-33,  158—170. 

35  Cf.  R.  Harrod,  "Importance  of  International  Payments,"  International  Monetary 
Fund  Staff  Papers,  April,  1953,  pp.  21,  26-29. 

36  General  Agreement  on  Tariffs  and  Trade,  Tentative  Estimates  of  the  Com- 
position of  International  Trade,  1951—1953,  July,  1954. 
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United  States  market,  35  to  40  per  cent  additional  sales  would  be  re- 
quired. 

How  disappointing  the  European  penetration  of  third  markets  at  the 
expense  of  the  United  States  has  been  is  revealed  by  Table  23-2.  The 

Table  23-2.  Percentage  of  Imports  from  Various  Groups  of  Countries, 
1937  and  1950  to  1954f 


Latin  American  imports  from: 
United  States  and  Canada 
Continental  EPU  countries 
United  Kingdom 

Other  sterling  area  imports  from: 
United  States  and  Canada 
Continental  EPU  countries .... 
United  Kingdom 

Rest  of  world  imports  from: 
United  States  and  Canada .... 
Continental  EPU  countries .... 
United  Kingdom 


1937 

1950 

1951 

1952 

1953 

36 

61 

61 

56 

54 

34 

15 

18 

20 

20 

13 

8 

6 

7 

5 

14 

14 

16 

17 

12 

12 

10 

15 

13 

14 

35 

40 

34 

32 

35 

25 

28 

30 

30 

30 

23 

23 

25 

23 

22 

8 

10 

8 

8 

7 

52 

22 

5 

12 
15 
35 

29 
22 

7 


f  Figures  for  1937  and  1952  to  1954  revised,  International  Monetary  Fund,  Janu- 
ary, 1956. 

souece:  Adapted  from  International  Monetary  Fund,  International  Financial 
Statistics. 

three  groups  of  countries  listed  account  for  three-quarters  of  the  world 
imports,  exclusive  of  trade  of  Western  Europe  and  the  United  States 
and  Canada.  In  the  Latin  American  markets,  it  will  be  noted  that  West- 
ern Europe  was  still  way  behind  its  prewar  position  and  had  recovered 
to  some  extent  by  1954,  but  the  United  Kingdom  had  lost  additional 
ground  from  1950  on.  In  the  market  of  other  sterling  countries  ( exclusive 
of  United  Kingdom  dependencies)  there  was  again  some  improvement 
for  the  Continental  EPU  countries,  bringing  them  above  their  prewar 
position,  and  by  1954  the  United  Kingdom's  share  in  these  markets  was 
again  at  the  1937  level.  Finally,  in  the  markets  of  the  rest  of  the  world 
(exclusive  of  dependencies,  Latin  America,  Western  Europe,  other 
sterling  countries,  and  the  United  States  and  Canada),  Continental  EPU 
countries  maintained  their  position  relative  to  1950  but  the  United  King- 
dom lost  further.  In  1954  and  1955,  the  nondollar  countries  seemed  to 
make  progress  in  capturing  third  markets. 

United  States  Imports.  In  a  later  chapter,  I  comment  on  the  contribu- 
tion of  loans  and  grants.  I  assume  here  that  this  country  can  afford  to 
continue  foreign  aid  and  thus  partially  solve  the  dollar  problem.  I  have 
no  truck  with  the  idea  that  we  are  on  the  verge  of  bankruptcy  and  hence 
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cannot  afford  to  continue  foreign  assistance.  Surely  rises  of  gross  output 
of  190  per  cent  from  1933  to  1953,  of  real  per  capita  disposable  income 
(after  taxes)  of  99  per  cent,  of  real  gross  private  investment  of  1,386 
per  cent,  are  not  signs  of  bankruptcy,  nor  is  the  26  per  cent  of  gross 
national  product  (GNP)  collected  as  taxes  (in  the  three  principal  Euro- 
pean countries  the  percentage  was  31  to  34  per  cent,  and  per  capita 
incomes  are  only  one-fourth  to  one-third  as  large  as  here),  nor  is  the 
rise  of  the  national  debt  a  threat,  for  financing  costs  have  risen  by  only 
2  per  cent  of  the  rise  of  national  income  in  the  last  twenty  years  and  in 
1953  the  debt  relative  to  income  had  fallen  by  40  per  cent  vis-a-vis 
1945. 37  In  1955,  an  additional  rise  of  GNP  (real)  of  about  7  per  cent  is  to 
be  noted  after  a  drop  of  3  per  cent  in  1954. 

We  turn,  then,  to  the  contribution  of  the  United  States  import  market 
toward  a  solution  of  the  dollar  problem.  I  do  not  assume  a  protectionist 
policy,  but  I  do  assume  that  tariff  cuts  will  not  play  a  large  part. 

Imports  respond  well  to  rising  incomes  in  this  country.  Undoubtedly 
the  greatest  contribution  that  can  be  made  to  the  solution  of  the  dollar 
problem  is  continued  prosperity  here.  Even  if  incomes  rise  only  as 
rapidly  as  abroad,  the  dollar  gap  would  be  reduced.  For  United  States 
imports  are  very  sensitive  to  income  fluctuations.  Should  incomes  rise 
more  rapidly  (cf.  the  large  reduction  of  the  gap  in  1951  to  1953),  then 
the  problem  would  probably  vanish.  Thus,  from  1948  to  1953-1954 
imports  of  manufactured  goods  into  the  United  States  rose  $2,927  mil- 
lion, a  rise  in  stable  dollars  of  44  per  cent.  In  these  same  years,  Western 
Europe  more  than  doubled  her  total  exports  to  the  United  States;  of  a 
gain  of  $1,100  million,  $850  million  were  in  manufactured  goods.  These 
figures  do  not  exactly  suggest  highly  restrictionist  policies,  and  they  do 
point  to  the  great  importance  of  American  prosperity.38 

But  there  are  special  reasons  why,  with  an  increase  of  income  in  this 
country,  imports  would  increase  greatly  in  the  future.  Thus,  the  Paley 
Committee  estimated  the  rise  of  income  in  the  years  1950  to  1975  at 
about  100  per  cent;  that  in  minerals  required,  at  about  90  per  cent.  In 
1950,  the  imports  of  selected  crude  and  semimanufactured  materials 
were  estimated  at  $2.8  billion;  by  1975,  at  $5.5  billion.  In  1950,  the 
deficit  for  materials  (consumption  minus  production)  was  estimated  at 
$860  million,  or  9  per  cent  of  consumption;  in  1975,  the  projected  de- 
ficit was  estimated  at  $3  billion,  or  20  per  cent  of  consumption.39 

37  Cf.  S.  E.  Harris,  "The  Bankruptcy  Myth  and  National  Security,"  Washington 
Post  and  Times  Herald,  Mar.  26,  1954. 

38  General  Agreement  on  Tariffs  and  Trade,  "Imports  of  Manufactured  Goods  into 
the  United  States,"  Trade  Intelligence  Paper  3,  February,  1955,  pp.  2-6. 

39  This  material  especially  from  the  President's  Materials  Policy  Commission,  Re- 
sources for  Freedom:  Foundations  for  Growth  and  Security,  vol.  1,  1952,  and  E.  R. 
Schlesinger,  "Long-run  Outlook  for  U.S.  Merchandise  Imports,"  International  Mone- 
tary Fund  Staff  Papers,  February,  1954,  pp.  387-415. 
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This  growing  dependence  on  foreign  sources  of  materials  points  to 
one  factor  which  is  likely  to  narrow  if  not  eliminate  the  gap.  In  an  ex- 
cellent article,  Dr.  Schlesinger  deals  fully  with  this  problem.  In  general, 
he  holds  that  imports  of  manufactures  will  rise  more  than  all  imports, 
though  it  should  be  noted  that  this  conclusion  rests  on  the  assumption 
that  Europe's  competitive  position  will  not  continue  to  suffer  vis-a-vis 
that  of  the  United  States.40  (This  is  a  bold  assumption.) 

Table  23-3.  Estimated  Percentage  Increase  from  1950  to  1975  in  Value  of 
United  States  Merchandise  Imports,  by  Groups 


Imports,  1950 

Estimated  imports, 
1975 

Estimated 
percentage 

Million 

1950  U.S. 

dollars 

Percent- 
age dis- 
tribution 

Million 

1920  U.S. 

dollars 

Percent- 
age dis- 
tribution 

increase  in 

value, 
1950-1975 

"Paley  commodities" 

Other  crude  and  semimanu- 
factured materials 

Foodstuffs 

2,812.9 

2,164.2 
2,649.6 
1,107.6 

32 

25 
30 
13 

5,512.9 

3,556.5 

4,075.5 
2,215.2 

36 

23 

26 
15 

96 

64 
54 

Finished  manufactures 

100 

Total  imports 

8,734.3 

100 

15,360.1 

100 

76 

In  general,  Schlesinger  concludes  that  United  States  imports  will  rise 
sufficiently  to  yield  a  solution  of  the  dollar  problem  for  most  countries. 
In  the  next  ten  years  or  so,  there  may  still  be  difficulties  because  the 
rise  of  imports  may  not  be  adequate  to  offset  the  dollar  gap  that  still 
prevailed  in  1950,  and  besides,  United  States  imports  were  at  an  un- 
usually high  level  in  1950.  (Since  Schlesinger  wrote,  the  situation  seems 
to  have  improved  to  some  extent. ) 

One  of  the  troublesome  aspects  of  the  dollar  problem  is  that  gains  will 
not  be  evenly  distributed.  For  example,  the  independent  sterling  coun- 
tries and  the  Continental  Organization  for  European  Economic  Coop- 
eration countries  are  likely  to  be  confronted  with  difficulties  because 
they  will  not  benefit  adequately  from  the  rise  of  United  States  imports.41 

Exports  from  these  countries  are  not  likely  to  expand  so  much  as  from 
all  nondollar  countries — a  result  associated  with  the  nature  of  their  ex- 
ports. Hence,  Dr.  Schlesinger  urges  appropriate  fiscal  and  monetary 
policies  for  Western  Europe,  increased  sales  to  third  markets  by  these 
countries,  less  reliance  on  imports  from  dollar  countries,  and  possibly 
some  foreign   aid.   In  general,   Dr.   Schlesinger  concludes,  the  outside 

40  Schlesinger,  op.  cit.,  p.  389. 

41  Ibid. 


400  Some  Aspects  of  Adjustment  in  the  Postwar  Period 

world  will  be  able  to  maintain  its  per  capita  nonmilitary  imports  from 
1950  to  1975,  though  with  some  difficulties  in  the  early  years.  But  aside 
from  the  countries  mentioned  above,  Latin  America  may  be  confronted 
with  some  difficulties,  because  large  population  rises  are  anticipated.42 

In  some  respects,  this  survey  may  be  over  optimistic.  Western  Europe 
may  need  not  only  appropriate  monetary  and  fiscal  policies,  which  are  not 
easily  achieved  under  modern  democratic  governments,  but  also  a  great 

Table  23-4.  Estimated  Percentage  Increase  from  1950  to  1975  in  Value  of 
United  States  Merchandise  Imports  from  Major  Regions 


Sterling  area 

Continental    OEEC    countries    and    de 

pendencies 

Latin  American  republics 

Canada 

Other  countries 

All  areas 


Imports, 

1950, 
millions  of 
1950  U.S. 

dollars 


1,585.6 

1,170.1 
2,862.0 
1,954.4 
1,162.2 


8,734.3 


Estimated 

imports,  1975, 

millions  of  1950 

U.S.  dollars 


2,283.0 

1,966.9 
4,953.8 
3,809.0 
2,347.4 


15,360.1 


Estimated 

percentage 

increase, 

1950-1975 


44 

68 

73 

95 

102 

76 


advance  in  productivity.  Furthermore,  Schlesinger  assumes  that  the  de- 
cline in  the  ratio  of  United  States  imports  to  GNP  is  stopped.  In  view 
of  the  continued  gains  of  services  in  national  income  and  processing  and 
fabrication  costs  relative  to  import  costs,  the  increased  emphasis  on 
self-sufficiency  related  to  the  cold  war,  and  the  possibility  that  pro- 
tectionism may  increase,  the  improvement  may  not  be  so  great  as  is 
assumed.  On  Schlesinger's  assumptions,  United  States  imports  would 
rise  by  $6.5  billion  from  1950  to  1975;  on  the  assumption  of  a  continued 
decline  in  the  proportion  of  imports  to  GNP  as  from  1929  to  1950,  the 
rise  would  be  only  $4  billion.43  Against  this,  it  should  be  noted  that  the 
pressure  to  utilize  effectively  foreign  sources  of  materials  (and  conserve 
ours)  may  result  in  reductions  and  elimination  of  tariffs  on  raw  mate- 
rials. In  some  instances  (e.g.,  mercury  sold  under  monopolistic  condi- 
tions), tariff  reform  would  not  greatly  affect  imports.  But  the  tariffs  on 
raw  materials  and  on  processed  materials  are  not  based  on  any  consistent 
logic,  and  even  though  many  imports  are  not  affected  by  tariffs,  some 
are.44  The  Paley  Committee  wisely  seeks  "unilateral  elimination  of  im- 

42  Ibid.,  p.  399. 

43  Ibid.,  p.  396. 

44  Cf.   Resources  for  Freedom,  pp.  77-82,  and  Randall  Commission  Staf  Papers, 
pp.  219-235. 
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port  duty  on  any  industrial  material  in  either  crude  or  refined  form 
whenever  it  is  determined  that  the  United  States  is,  or  is  expected  to 
become,  substantially  dependent  on  the  imports  of  the  material  and 
that  such  action  is  in  accord  with  the  national  interest.  .  .  .  "45 

Travel.  But  let  us  return  to  the  shorter-run  problem  of  dollar  equilib- 
rium, say,  for  the  next  five  to  ten  years.  Here  also  more  can  be  said. 
For  example,  a  frontal  attack  on  tourism  would  contribute  much  toward 
the  solution  of  the  dollar  problem.  From  1922  to  1929,  foreign-travel 
expenditures  accounted  for  0.68  per  cent  of  national  income;  in  the 
thirties,  0.66  per  cent;  but  from  1946  to  1952,  only  0.40  per  cent  (0.42 
per  cent  in  1952).  This  is  a  low  ratio,  especially  when  allowance  is  made 
for  the  expected  rise  of  rates  of  such  expenditures  with  rising  income.46 

In  1953,  travel  accounted  for  $908  million  of  outlays,  or  0.30  per  cent 
of  the  national  income  of  that  year.47  In  1929,  the  corresponding  figure 
was  0.55  per  cent  and  in  1937  to  1939  was  0.48  per  cent.  Should  the 
proportion  of  travel  outlays  to  national  income  return  to  that  of  1929 
(and  with  the  much  higher  incomes  of  today  this  is  not  an  optimistic 
projection),  then  travel  outlays  would  rise  to  $1,705  million,  or  $800 
million  in  excess  of  the  total  for  1953.  Had  these  outlays  risen  from  1929 
to  1952  as  much  as  all  consumption  expenditures  or  all  recreation  out- 
lays, the  total  would  have  been  about  $1,330  million,  and  had  they  risen 
as  much  as  user-operated  transportation  (a  gain  of  $13.2  billion),  the  rise 
would  have  been  to  $1,595  million.48 

The  difficulty  is  in  part  that  the  geographical  distribution  of  these  out- 
lays has  changed  to  the  disadvantage  of  Europe.  Here  again  Europe  has 
suffered  a  loss  in  its  competitive  position,  and  again  the  burden  on  the 
adjustment  process  has  increased.  In  1929,  Europe's  receipts  in  United 
States  travel  exceeded  $200  million,  or  42  per  cent  of  the  total;  in  1937, 
$100  million,  or  28  per  cent  of  the  total  of  $360  million;  in  1953,  $292 
million  out  of  $908  million,  or  32  per  cent;  in  1955,  however,  $401  mil- 
lion out  of  $1,095  million,  or  36  per  cent.49 

What  is  the  explanation  of  the  disappointing  rise  of  tourist  outlays 
and  especially  in  Europe?  ( Note  improvements  in  1954—1955,  however. ) 
Undoubtedly,  the  emergence  of  air  travel  and  the  great  expansion  in  the 

i5Ibid.,  p.  78;  cf.  D.  D.  Humphrey,  American  Imports,  p.  37  and  chap.  15.  Here 
Humphrey  suggests  that  imports  may  not  rise  so  much  as  the  Paley  Committee  esti- 
mated, for  the  Committee  did  not  allow  adequately  for  technical  advances. 

46  Randall  Commission  Staff  Papers,  p.  463. 

47  Survey  of  Current  Business,  March,  1954,  pp.  22-23.  These  figures  differ  from 
those  published  by  the  Randall  Commission  for  various  reasons.  The  latter  seems 
to  include  payments  made  to  American  ships  and  hence  not  relevant  as  an  import. 

48  Consumption  figures  from  Survey  of  Current  Business,  July,  1953,  and  National 
Income,  1951,  ed. 

49  Figures  from  Survey  of  Current  Business,  March,  1954,  and  The  United  States 
and  the  World  Economy,  pp.  73—77. 
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use  of  the  automobile  are  relevant  They  have  opened  up  new  areas 
outside  Europe  and  especially  made  accessible  to  many  cheap  travel 
to  Florida,  California,  Arizona,  and  other  vacation  points.  But  part  of 
the  explanation  lies  also  in  the  failure  of  Europe  and  to  some  extent 
other  parts  of  the  world  to  provide  the  shipping  and  travel  accommo- 
dations desired  by  Americans.  Compare  the  great  advances  for  provision 
of  the  requirements  of  multitudes  in  Florida  and  California  with  those 
in  Europe.  Perhaps  the  explanation  in  part  is  that  Europe  does  not 
want  vast  tourist  migrations.  Undoubtedly,  the  capital  investments  in- 
volved have  also  been  a  deterrent.  But  all  in  all,  a  concerted  campaign 
could  surely  increase  travel  abroad  by  $500  million,  even  at  present  in- 
come levels.  In  this  competitive  area,  the  United  States,  Canada,  and 
the  West  Indies  have  forged  far  ahead  of  Europe. 

Government  Procurement.  Now  I  turn  to  another  area  where  imports 
might  rise  greatly.  I  have  in  mind  government  procurement.  The  tend- 
ency is  for  the  United  States  to  favor  domestic  producers  and  sellers. 
By  various  legislative  acts  and  administrative  practices,  the  government 
buys  disproportionately  from  domestic  sources. 

The  Randall  Commission  Staff  Papers  state:50 

The  "Buy  American"  Act  of  1933  is  the  statute  which  applies  most  widely  in 
this  field.  This  Act  provides  that  United  States  Government  agencies,  in  pro- 
curing supplies  for  public  use  at  home,  must  buy  them  from  domestic  sources 
if  they  are  available  from  such  sources,  unless  the  domestic  supplier's  price  is 
"unreasonable,"  or  unless  a  domestic  purchase  would  be  "inconsistent  with  the 
public  interest."  Under  the  statute,  United  States  Government  agencies  gen- 
erally consider  domestic  prices  as  "unreasonable"  only  when  they  are  25  per- 
cent or  more  above  foreign  offers. 

The  Buy  American  Act  is  supplemented  by  other  provisions  of  law  which 
extend  the  principle  to  added  fields.  Funds  loaned  by  the  Public  Housing  Ad- 
ministration to  municipal  bodies  must  be  spent  by  the  latter  in  accordance  with 
the  Buy  American  Act.  Borrowers  from  the  Rural  Electrification  Administration 
must  buy  domestic  materials  with  their  borrowed  funds  unless  the  prices  of 
such  materials  are  "unreasonable."  The  Merchant  Marine  Act  requires  vessels 
benefiting  from  Federal  construction  subsidies  to  use  domestic  materials  as  far 
as  practicable,  and  vessels  benefiting  from  operating  subsidies  to  use  domestic 
supplies  as  far  as  practicable.  The  Post  Office  adds  to  these  effects  of  these 
provisions  by  shipping  overseas  mail  in  American  bottoms,  even  where  this 
may  have  the  effect  of  slowing  up  the  movement  of  mail. 

The  1954  Appropriations  Act  of  the  Defense  Department  has  pushed  Buy 
American  preferences  a  step  further.  Under  the  Act,  generally  speaking,  food 
and  clothing  must  be  bought  from  domestic  sources;  and  the  cotton  or  wool 
in  clothing  so  purchased  must  also  be  of  domestic  origin. 

50  Especially  pp.  315-320;  also  cf.  Resources  for  Freedom,  p.  79,  and  ECA-Com- 
merce  Mission,  1949,  pp.  214-218. 
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When  the  original  Buy  American  Act  was  introduced  in  1933,  the 
impact  of  the  depression  lent  strong  support  to  this  legislation,  but  at 
that  time  Federal  government  purchases  from  business  averaged  about 
$1  billion  as  compared  with  $38  billion  in  1953  and  under  considerably 
different  economic  conditions.  (For  all  governments  in  the  United 
States,  the  respective  figures  were  $3  billion  and  $50  billion.)  Even  a 
small  diversion  of  purchases  from  the  present  distribution  could  greatly 
ease  the  stringency  in  the  dollar  market.  It  is  interesting  that  President 
Eisenhower,  in  1955,  related  the  price  differential  in  favor  of  American 
sellers  to  the  unemployment  in  depressed  areas.  Sellers  in  these  areas 
might  be  preferred  to  foreign  sellers  when  the  price  differential  was  not 
too  great. 

In  the  debate  over  the  tariff,  the  great  export  interests  have  especially 
been  vocal  over  the  needs  of  free  trade.  It  is  not,  therefore,  to  their 
credit  that  they  have  fought  for  protectionism  when  the  issue  of  gov- 
ernment contracts  arose.  They  want  the  contracts  even  though  their 
price  bid  is  much  higher  than  that  of  a  foreign  corporation.  Thus  in 
1954  General  Electric  expressed  great  displeasure  when  the  government 
accepted  a  bid  to  build  generators  for  the  McNary  Dam  in  the  Colum- 
bia River  by  a  British  concern  which  made  a  bid  of  $3,641,000,  or  15  per 
cent  below  the  General  Electric  bid  of  $4,293,000.  The  company's  rep- 
resentative pointed  out  that  this  country  would  lose  $1,159,000  in  taxes 
( against  $422,000  of  import  duties )  and  also  1  million  hours  of  work  and 
$2  million  in  wages.  (The  taxes  lost  are  not  entirely  an  irrelevant 
point.)51  In  fact,  the  allowance  for  taxes  collected  from  domestic  pro- 
ducers and  sellers  as  against  taxes  collected  if  purchases  are  made 
abroad  may  justify  large  purchases  in  this  country  which  otherwise 
could  not  be  justified. 

In  congressional  hearings,  one  congressman  said:  "Our  United  States 
productive  units  are  carrying  the  burden  of  this  extra  armament  and  this 
extra  purchase  program  abroad.  Competing  organizations  in  Europe  are 
getting  our  aid,  having  the  Government  supply  them  the  plant,  and  they 
keep  the  wages  down  by  running  the  business  by  cartels."52 

In  1955,  the  President  cut  the  differential  in  favor  of  domestic  sellers 
from  25  down  to  6  to  10  per  cent.  A  reservation  was  made,  however, 
which  provided  depressed  areas  with  a  differential  greater  than  6  to  10 
per  cent.  British  bidders  were  denied  contracts  on  the  Chief  Joseph  Dam 
even  though  their  successful  competitors  from  Pittsburgh  bid  17  per  cent 
more  for  six  generators  and  18  per  cent  more  for  three  transformers.53 

51  The  New  York  Times,  Jan.  6,  1954. 

52  House  Foreign  Affairs  Committee  Hearings  on  H.R.  5710,  Mutual  Security  Act 
Extension,  1953,  p.  479. 

53  National  Committee  on  Trade  Policy,  Trade  Talks,  Sept.  16,  1955. 
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Conclusions 

The  general  position  taken  in  these  chapters  is  that  a  solution  of  the 
dollar  problem  must  stem  not  only  from  a  rise  of  imports  but  also  from 
relative  losses  of  third  markets  by  American  exporters  and  by  a 
continuance  of  loans  and  aid.  Sacrifices  should  not  be  concentrated  on 
industries  vulnerable  to  foreign  competition.  This  rise  of  imports,  we 
emphasize,  is  more  likely  to  be  associated  with  the  growth  of  the  national 
income  and  the  increased  needs  of  raw  materials  from  foreign  sources 
than  with  a  liberalization  of  trade  practices. 

This  does  not  mean  that  liberalization  of  trade  is  not  on  the  agenda, 
but  we  do  stress  the  fact  that  practical  considerations — such  as  the  costs 
of  adjustment  (not  offset  by  compensation),  the  relation  of  control  by 
government  of  imports  to  other  market  controls  (e.g.,  agriculture),  the 
level  of  business  activity,  the  past  reductions  in  tariffs,  the  relative  de- 
gree of  trade  restrictions  here  and  abroad,  the  relevance  of  defense 
needs,  the  limited  area  in  which  tariff  reduction  is  likely  to  be  effective — 
limit  the  area  of  tariff  reduction. 

Furthermore,  the  problem  is  not  merely  one  of  tariff  reduction,  which, 
despite  the  denials  of  many  who  have  fought  for  the  Trade  Agreements 
Program  over  twenty  years  and  insisted  on  its  gains,  has  been  substan- 
tial. Indeed,  some  attention  has  been  paid  to  injury  done  to  American 
industries,  and  it  is  unrealistic  to  assume  that  no  attention  should  be 
paid  to  this  aspect  of  the  problem.  We  agree  that  the  escape  clause 
may  be  abused,  but  at  least  until  1954  it  was  not  abused,  and  properly 
limited  (e.g.,  losses  rather  than  failure  to  share  a  market's  gain  should 
be  the  criterion),  the  escape  clause  can  be  supported.  There  is,  after  all, 
a  question  of  stimulating  imports  with  minimum  damage  to  domestic 
industries.  But  I  hasten  to  add  that  the  1955  amendments  may  increase 
the  protectionist  effects  of  the  escape  and  peril-point  clauses. 

The  prospects  for  a  decline  in  the  dollar  gap  are  good,  especially  if 
a  new  major  war  is  not  upon  us.  Particularly  fruitful  would  be  a  rise  of 
tourist  outlays  in  relation  to  past  proportions  of  this  variable  to  income 
and  a  reduction  of  protectionism  on  the  $50  billion  of  current  govern- 
ment purchases  from  business,  especially  when  sales  are  to  growing  and 
strong  industries.  Attacks  along  these  lines,  as  well  as  the  increasing 
needs  of  imports  of  raw  materials  and  food,  should  contribute  greatly 
toward  the  solution  of  the  dollar  problem.  In  so  far  as  these  are  inad- 
equate, losses  of  export  markets  of  United  States  exporters,  with  exports 
greatly  inflated  in  the  past,  should  help  solve  the  problem  of  dollar 
equilibrium.  There  are  many  reasons  why  this  development  has  not  ob- 
tained in  recent  years,  but  as  both  MacDougall  and  Harrod  have  shown, 
there  are  reasons  to  expect  gains  for  Western  Europe  in  third  markets 
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in  the  future,  and  in  1953-1954  there  were  some  signs  of  improvement 
here.  The  failure  to  penetrate  our  market  is  much  more  the  result  of 
imperfections,  inclusive  of  the  high  price  of  commodities  to  consumers 
as  compared  with  that  of  the  price  of  the  export  component,  than  it 
is  of  high-tariff  policy  in  this  country. 

Especially  important  is  the  probable  rise  of  imports  of  raw  materials 
and  food  by  the  United  States.  According  to  one  estimate,  United  States 
imports  (in  1950  dollars)  are  estimated  to  rise  from  $8.7  billion  in  1950 
to  $15.4  billion  in  1975.  According  to  another  estimate,  the  increase 
would  be  $3.3  billion  additional  if  allowance  were  made  for  the  increase 
in  real  prices  of  imports.54 

Against  these  potential  gains,  we  should  note  that  there  are  some 
trends  which  tend  to  cut  trade:  insecurity  and  hence  emphasis  on  self- 
sufficiency;  the  tendency  of  services,  largely  nontraded,  to  grow  more 
than  income;  the  increased  price  of  the  final  product  relative  to  the  im- 
port component  (related  to  the  growth  of  services);  and  finally  the 
tendency  of  more  and  more  countries  to  achieve  markets  at  home  large 
enough  to  ensure  minimum  costs — hence  lesser  gains  from  trade. 

That  we  do  not  put  excessive  weight  on  the  gains  from  liberalization 
of  trade  does  not  mean  that  we  dispense  with  that  approach  completely. 
It  has  a  place.  We  do  not  accept  the  high-wage  or  the  "high  wage  when 
not  offset  by  high  productivity"  arguments  most  frequently  adduced 
by  the  protectionists.  We  regret  that  the  Randall  Commission  has  ac- 
cepted this  argument  in  a  limited  form.  The  defense  argument  has  an 
element  of  strength,  but  it  is  important  to  weigh  the  costs  against  the 
gains  of  security,  as  well  as  the  possibilities  of  alternative  sources  of  sup- 
plies, and  we  must  add  up  the  costs  of  all  these  programs  in  terms  of 
reduced  income. 

In  the  light  of  this  discussion,  we  conclude  that  the  various  commis- 
sions that  have  reported  on  international  economic  policy  have  over- 
stressed  the  importance  of  tariff  policy  or  even  trade  policy  generally; 
that  the  TAP  can  contribute  little  to  the  solution  of  the  dollar  problem 
unless  its  spirit  is  violated;  that  the  TAP,  however  defensible  in  1934 
as  an  approach  to  more  trade,  is  not  acceptable  today  when  what  is 
required  is  not  a  balancing  of  imports  and  exports;  that  these  commis- 
sions rightly  stress  other  attacks  (e.g.,  more  tourism  and  an  attack  on 
buy- American  legislation ) ;  that  they  all  considerably  underestimate  what 
should  appropriately  be  done  through  relative  losses  of  export  mar- 
kets by  the  United  States  and  United  States  aid  and  loans.  Here  they 
have  been  overimpressed  by  false  theories  of  bankruptcy.  None  of  these 

64  See  Resources  for  Freedom:  Foundations  for  Growth  and  Security,  vol.  I,  1952; 
Schlesinger,  op.  cit.,  pp.  387-415;  and  an  unpublished  paper  by  H.  G.  Aubrey.  For 
some  reservations  on  these  statistics,  see  S.  E.  Harris,  Expansion  of  Latin  American 
Trade,"  for  the  Rio  de  Janeiro  Conference,  1954. 
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commissions,  moreover,  has  faced  up  to  the  problem  of  the  timing  of 
liberalization  of  trade.  Is  a  large  cut  now  or  five  small  cuts  in  the  next 
five  years  the  appropriate  approach?  Nor  have  they  convinced  the 
author  that  their  estimates  of  the  effect  of  liberalization  on  imports  are 
even  roughly  accurate  and,  if  accurate,  adequate  to  solve  our  problems. 
Finally,  the  proposal  to  simplify  tariff  administration  and  correct  abuses 
in  classification  and  valuation  is  in  order,  but  any  resultant  rise  of  im- 
ports must  be  considered  as  part  of  a  general  program  for  raising  im- 
ports. 


CHAPTER  24 

The  Contribution  of  Loans  and  Grants 


In  considering  the  issues  raised  in  this  chapter,  the  reader  should 
recall  the  discussion  in  Chapter  19  on  economic  development.  In  par- 
ticular the  problems  of  saving,  investments,  the  relation  of  these  to  in- 
flation, controls,  and  the  social  culture  are  relevant. 

Loans,  Aid,  and  Offshore  Procurement 

Obviously  the  larger  are  loans  and  grants  by  the  United  States,  the 
less  the  need  for  increased  United  States  imports  to  solve  the  dollar 
problem,  at  least  for  the  present,  though  one  should  not  leave  out  of 
account  the  problem  of  considering  the  distribution  of  dollar  gains  by 
countries  or  regions  against  those  originating  in  trade  liberalization. 
In  so  far  as  loans  are  made,  the  cost  of  financing  will  rise  from  year  to 
year  and  the  time  will  come  when  financing  costs  will  exceed  new  loans 
or  loans  plus  grants.  More  on  this  later.  But  that  time  is  far  off,  and 
should  the  costs  of  financing  inclusive  of  repayment  exceed  new  loans 
in,  say,  twenty-five  years,  the  outside  world  and  the  United  States 
would  then  have  a  considerable  period  of  time  to  achieve  the  transition 
from  an  excess  of  United  States  exports  to  an  excess  of  imports.  For  the 
present  the  impoverished  world  (especially  Asia,  Africa,  and  Latin 
America)  would  receive  goods  net  rather  than  give  them  net.  That 
would  be  an  advantage. 

It  is  worth  mentioning  that  total  loans  do  not  have  to  be  repaid,  just 
as  the  total  debt  outstanding  in  this  country  is  not  repaid  but  tends  to 
grow.  By  this  we  mean  that  foreign  loans  can  be  serviced:  Loans  becom- 
ing due  can  be  repaid,  and  new  loans  made,  or  old  loans  extended. 
What  is  more,  a  large  part  of  the  profits  made  are  reinvested  abroad, 
and  hence,  to  a  considerable  degree,  the  financing  of  the  investment 
does  not  involve  a  transfer  problem.  Thus  from  1946  to  1952,  direct  in- 
vestment abroad  by  the  United  States  was  $4,431  million  and  reinvest- 
ment by  subsidiaries,  $3,810  million.  The  latter  does  not  technically  en- 
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ter  into  the  balance-of-payments  statistics,  for  the  reinvestment  by  sub- 
sidiaries does  not  involve  transfer  of  capital  across  national  boundaries. 
But  this  is  in  a  sense  a  capital  export  and  under  a  special  accounting 
system  may  be  included  ( credit  ==  capital  yield  received  or  paid  and 
offset  by  a  debit-item  capital  export  reinvested).  For  the  years  1947  to 
1952,  earnings  on  United  States  investments  abroad  were  $8,988  million 
and  reinvested  earnings  (raising  no  transfer  problem),  $3,510  million, 
or  39  per  cent.1 

For  the  postwar  years,  the  greatest  importance  is  to  be  attached  to 
United  States  grants.  (Figures  do  not  balance  in  the  last  three  years 
largely  because  of  omission  of  gold  losses  by  the  United  States.) 

Table  24-1.  Balance  on  Goods  and  Services,  Loans  and  Grants,  1946  to  1955 

(In  billions  of  dollars) 


1955 


B. 


Favorable  balance  on  goods  and  service 

account 

Covered  by 

1.  Government  loans 

2.  Government  grants 

3.  Private  short-term  capital 

4.  Private  long-term  capital 

5.  Private  grants 


1953 

1954 

4.7 

5.0 

0.2f 

-0.2 

6.2 

4.8 

-1.2 

0.6 

0.2 

1.0 

0.5 

0.5 

4.2 


4.1 

0.2 
0.8 
0.5 


*  These  figures  include  profits  reinvested  by  foreign  branches  of  United  States 
enterprises  in  accordance  with  Department  of  Commerce  practice,  but  also  included 
are  reinvestments  by  subsidiaries  ($3.6  billion),  not  included  by  Department  of 
Commerce. 

|  Errors  and  omissions  of  $269  million  should  be  added  to  short-term  capital 
inflow. 

X  Includes  offset  to  $4.3  billion  residual  assumed  to  be  a  net  short-term  capital 
inflow  (43.4  =  8.9  +  26.9  +  4.0  +  7.9  -  4.3). 

sources:  United  Nations,  The  International  Flow  of  Private  Capital,  1946  to 
1952,  pp.  2-3,  and  Survey  of  Current  Business,  March,  1955,  pp.  8-9,  and  March, 
1956,  p.  6. 


The  United  States  government  spends  large  sums  of  money  on  mili- 
tary operations  abroad.  These  in  a  sense  may  be  considered  as  addi- 
tional imports,  for  the  effects  on  the  balance  of  payments  are  similar 
to  imports  except  that  competition  of  United  States  producers  is  less 
effective  for  purchases  abroad  than  for  imports  generally.  In  a  sense, 
offshore  purchases  may  be  considered  as  government  grants,  since  the 

'Especially  United  Nations,  The  International  Flow  of  Capital,  1946-1952,  1954, 
pp.  1-9,  and  Randall  Commission  Staff  Papers,  pp.  80-81. 
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supplies  and  services  purchased  are  made  available  for  use  by  foreign 
governments. 

Let  us  consider  offshore  procurement  of  military  items.  The  objectives 
of  purchases  abroad  (with  payment  in  dollars)  seem  to  be  to  reduce 
pressure  on  scarce  markets  in  the  United  States  and  to  strengthen  our 
strategic  position.  ("To  assure  delivery  in  Europe  of  military  items  that 
will  meet  military  requirements  ...  to  assure  production  in  Europe  of 
items  such  as  ammunition  and  spare  parts  ...  to  create  a  defense  pro- 
duction base  in  Europe  to  meet  minimum  requirements."2)  Another  ob- 
jective is  to  economize  on  the  costs  of  military  supplies  and  incidentally 
to  help  solve  the  dollar  problem.  (Foreign  countries  thus  receive  addi- 
tional dollars.) 

Offshore  procurement  raises  many  difficult  problems.  First,  there  is 
the  complaint  of  American  competitors.  So  far  protests  have  been  sur- 
prisingly infrequent;  and  according  to  the  Staff  Papers,  only  the  ship- 
building industry  has  expressed  disapproval.  Second,  there  has  been 
the  problem  of  economical  purchases.  The  Randall  experts  claim  that 
purchases  just  below  American  prices  point,  in  view  of  low  labor  costs 
abroad,  to  excessive  pricing,  but  the  House  Committee,  supporting  the 
Defense  Department,  notes  savings  in  general.  Thus  the  United  States 
buys  a  British  model  jet  interceptor  at  $220,000,  a  French  one  at  $291,- 
000,  as  compared  with  a  comparable  United  States  model,  which  costs 
$398,000.3  Prices  above  110  per  cent  of  our  prices  are  not  allowed  (10 
per  cent  covers  freight).  Third,  problems  of  parts  and  maintenance  and 
continuance  of  programs  become  rather  troublesome.  Obsolescence 
alone  may  involve  outlays  of  $1  billion  yearly  and  be  especially  trouble- 
some for  foreign  purchases.  Fourth,  the  deterioration  of  economic  con- 
ditions in  the  United  States  would  greatly  increase  the  pressure  to  pur- 
chase in  this  country.  Despite  all  these  problems,  offshore  procurement 
seems  sensible,  especially  under  high-employment  conditions  here  and 
in  the  midst  of  a  serious  dollar  problem.  But  in  1955  the  government 
defended  the  program  largely  as  a  device  for  helping  friendly  coun- 
tries to  move  ahead  on  procurement,  with  this  country  giving  them  a 
start.4  Of  course,  in  so  far  as  the  program  brings  inflationary  pressures 

2  Report  of  House  Committee  on  Foreign  Affairs,  Mutual  Security  Act  of  1953,  p. 
16. 

3  Ibid.,  p.  18. 

4  House  Report  on  Mutual  Security  Act  of  1955,  pp.  12—13.  The  Senate  Report 
of  1955  complains  that  the  government  had  set  up  criteria  for  offshore  purchases 
which  brought  the  program  to  a  virtual  standstill.  (One  criterion  was  adverse  "effect 
upon  the  economy  of  the  United  States,  with  special  reference  to  any  areas  of  labor 
surplus,  or  upon  the  industrial  mobilization  base,  which  outweigh  the  strategic  and 
logistic  advantages  to  the  United  States  of  procurement  abroad.")  "The  Mutual 
Security  Act  of  1955,"  Senate  Report  383,  Report  of  the  Committee  on  Foreign 
Relations,  1955,  pp.  14-15. 
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in  Europe  and  cuts  its  exports,  the  contribution  toward  the  solution  of 
the  dollar  problem  is  reduced,  but  the  effects  in  this  direction  so  far 
have  not  been  serious.5 

Offshore  purchases  are,  however,  only  part  of  total  military  aid.  In 

1953,  total   government   grants   and   credits   were   $6.4  billion   and,   in 

1954,  $4.7  billion;  the  respective  totals  for  military  grants  were  $2,681 
million  and  $4,371  million,  53  to  68  per  cent  of  the  respective  totals  of 
all  grants  and  credits. 

In  its  December,  1955,  report,6  the  government  announced: 

Deliveries  from  the  production  of  foreign  countries  under  offshore  procure- 
ment contracts  increased  again  last  year,  rising  25  percent  over  the  1954  total 
to  comprise  one-third  of  the  mutual  defense  assistance  annual  transfers  of 
material.  The  "offshore  procurement"  program  affords  an  opportunity  *for  a 
foreign  country  to  earn  dollars  as  well  as  maintain  or  increase  its  military  pro- 
duction base.  The  resulting  production  is  sometimes  transferred  as  a  military 
grant  to  the  military  services  of  the  producing  country,  or  is  given  by  the 
United  States  Government  to  a  third  country. 

Most  of  the  offshore  procurement  contracts  were  placed  in  European  coun- 
tries from  1952  through  1954.  In  1955  part  of  the  offshore  procurement  for 
military  grants  was  paid  for  with  $26-million  worth  of  foreign  currencies  the 
Government  had  acquired  from  the  sale  of  surplus  agricultural  commodities. 

Despite  the  rise  of  offshore  procurement,  however,  the  total  of  net 
grants  and  credits  was  down  from  $4,767  million  in  1954  to  $3,958  mil- 
lion in  1955.  Military  grants  continued  to  decline,  representing  56  per 
cent  of  net  grants  and  credits  in  1955  as  compared  with  68  per  cent  in 
1954;  the  total  was  half  the  1953  peak.7 

5  For  criteria  for  recourse  to  offshore  procurement,  see  Randall  Commission  Staff 
Papers,  p.  62. 

The  amounts  involved  are  large.  For  the  fiscal  years  1953  and  1954,  the  estimated 
procurement  (the  act  of  obtaining)  is  put  at  $1.5  billion  each  year.  Contracts 
placed  amounted  to  $600  million  in  fiscal  year  1952,  $1.6  billion  in  fiscal  year 
1953,  and  slightly  more  than  $1  billion  in  fiscal  year  1954.  Expenditures  (actual  dis- 
bursements) would  be  $200  million,  $800  million,  and  $1  billion  or  more  in  fiscal 
years  1953,  1954,  and  1955.  Transfers  of  materials,  however,  amounted  only  to  $75 
million  in  calendar  year  1952  and  $300  million  in  1953.  It  is  of  some  interest  that 
of  $2,264  billion  of  offshore  contracts  by  July  18,  1953,  France  accounted  for 
$1,075  billion,  Italy  $383  million,  the  United  Kingdom  $479  million.  The  relatively 
large  totals  for  France  point  to  the  use  of  offshore  procurement  as  an  instrument 
for  helping  France  solve  her  dollar  problem,  for  in  terms  of  investment  capacity  or 
even  when  allowing  for  strategic  considerations,  it  is  doubtful  that  allocations  of 
more  than  twice  as  much  for  France  as  for  the  United  Kingdom  could  be  justified. 
The  Mutual  Security  Program  for  Fiscal  Year  1954,  Basic  Data  Supplied  by  the 
Executive  Board,  p.  18;  Randall  Commission  Staff  Papers,  pp.  64-65;  and  Survey  of 
Current  Business,  April,  1954,  p.  18. 

G  U.S.  Department  of  Commerce,  Foreign  Grants  and  Credits,  December  1955 
Quarter,  p.  1. 

7  Ibid. 
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A  summary  of  foreign  grants  and  credits  by  the  United  States  Gov- 
ernment from  1945  to  the  year  1955  is  presented  in  Table  24-2  for 
both  the  period  before  the  Korean  invasion  and  afterward. 

The  total  of  grants  and  credits  was  $53  billion  by  December,  1955, 
or  roughly  $5  billion  per  year,  in  1954  roughly  $4.9  billion,  and  in  1955 
$4.0  billion.  Mutual  security  tended  to  become  increasingly  important 
after  the  invasion,  and  particularly  military  aid — with  a  downward  tend- 
ency in  1954-1955.  Economic  and  technical  aid,  whether  included  in 
mutual  security  or  otherwise,  became  of  declining  relative  importance 
from  1950  to  1953.  In  the  years  1954  and  1955,  a  new  trend  seems  to  be 
developing  in  favor  of  economic  rather  than  military  aid. 

In  early  1956,  the  debate  on  foreign  aid  continues.  The  administra- 
tion asks  for  somewhat  more  than  $4  billion  for  fiscal  year  1957,  which 
would  result  in  outlays  at  the  same  rate  as  fiscal  year  1956.  Military  aid 
and  defense-support  aid  (i.e.,  economic  aid  that  makes  possible  an  ade- 
quate military  budget)  still  are  the  major  items,  but  a  modest  rise  in 
economic  aid  is  also  asked. 

Actually  the  1958  budget  reveals  that  the  government  would  spend 
$4.1  billion  in  fiscal  year  1957  and  wanted  $4.4  billion  in  fiscal  year  1958 
(The  Budget  1958,  p.  M-13).  Even  as  I  look  over  the  proofs  of  this  book 
on  March  6,  1957,  The  New  York  Times  gives  the  major  findings  of  the 
Report  of  the  President's  Advisory  Committee  on  Foreign  Aid.  The  Com- 
mittee recommends  continuance  of  aid  at  the  present  level:  $3.9  billion 
for  military  assistance,  $1.7  billion  for  nonmilitary  assistance,  and  $2.3 
billion  for  expenditures  abroad  by  our  military  forces  and  civilian 
agencies. 

Some  Details  on  Exports  and  Military  Exports 

I  am  indebted  to  Dr.  Karl  L.  Anderson,  Deputy  Director  of  the  Bur- 
eau of  Foreign  Commerce,  and  Carl  Blackwell  of  the  same  bureau  for 
the  information  in  Table  24-3. 

A  letter  from  Karl  Anderson  to  the  author,  January  24,  1954,  states: 

In  your  question  as  to  "U.S.  exports  on  military  account  .  .  .  not  entered 
technically  as  exports,"  I  presume  you  refer  to  overseas  transfers  of  military 
goods  either  acquired  through  offshore  purchases  or  withdrawn  from  stocks  of 
the  U.S.  military  establishment  abroad  (not  having  been  recorded  as  exports 
at  the  time  of  shipment  from  the  U.S.  for  the  account  of  our  own  armed 
forces).  While  it  is  true  that  these  transfers  are  not  covered  in  the  basic 
merchandise  export  statistics  compiled  by  the  Census  Bureau,  they  are  in- 
cluded in  the  broader  export  totals  utilized  for  balance-of-payments  purposes. 

Unfortunately,  no  direct  record  of  these  transfers  is  available.  The  more 
comprehensive  military-aid  totals  entered  in  the  balance  of  payments  come 
from    statistical    sources    independent   of   those    on   grant-aid   military   equip- 
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Table  24-2.  Summary  of  Foreign  Grants  and  Credits — by  Program  [Postwar 

Period,  July  1,  1945,  through  Mar.  31,  1955  (before  and  after  Korean 

Invasion,  June  25,  1950);  Calendar  Year  Ended  Dec.  31,  1954 

and  1955] 

(In  millions  of  dollars) 


Net  grants  and  credits 

Net  grants 

Gross  new  grants 

Mutual  security 

Military  aid: 

Military  supplies  and  services 

Multilateral-construction-program  contrib  u- 

tions 

Other  aid  (economic  and  technical  assistance) 

Civilian  supplies 

UNRRA,  post-UNRRA,  and  interim  aid 

Lend-lease 

Greek-Turkish  aid 

Philippine  rehabilitation 

Chinese  stabilization 

Chinese  military  aid 

Military-equipment  loans 

Other 

Less  prior  grants  converted  into  credits 

Less  reverse  grants  and  returns 

Mutual-security  counterpart  funds: 

Military  aid 

Other  aid  (economic  and  technical  assistance) 

Reverse  lend-lease 

Cash     war-account     settlements    for    lend-lease 

and  other  grants 

Return  of  lend-lease  ships 

Net  credits 

New  credits 

Export-Import  Bank  (for  own  account) 

Direct  loans 

Loans  through  agent  banks 

British  loan 

Mutual   security 

Surplus  property  (including  merchant  ships) 

Lend-lease  (excluding  settlement  credits) 

Other 

Plus  prior  grants  converted  into  credits 

Less  principal  collections 


Postwar  period 


Total 


50,026 
39,096 
42,833 

29,177 

12,343 

239 

16,595 

5,822 

3,443 

1,906 

653 

635 

120 

120 

220 

739 

2,256 

l,481t 

34 
766 
133 

120 

423 

10,931 

11,957 

4,390 

4,143 

248 

3,750 

1,769 

1,487 

71 

490 

2,256 

3,282 


After 
Korean 
invasion 


23,764 
22,121 
23,728 
22,106 

12,280 

239 
9,586 

944 


23 
116 

4 

220 

316 

1,000 

607 1 


33 
433 


136 
643 
621 
739 
645 
94 


779 

3 

2 

99 

,000 

,979 


Before 
Korean 
invasion 


26,262 

16,974 

19,105 

7,071 

63 


7,008 
4,878 
3,443 


,906 
629 
519 
120 
116 


424 
1,256 

874 

1 
333 
133 

120 

287 
9,288 
9,335 
2,651 
2,498 

153 
3,750 

990 

1,484 

69 

390 
1,256 
1,304 


Calendar  year 


1954 
total 


4,767 
4,880 
4,950 
4,784 

3,100 

69 

1,615 

41 


113 

387 

276 

185 

91 

94 


17 
501 


1955 
total 


3,958 
4,059 
4,128 
3,862 

2,090 

84 

1,689 

11 


52 
102 


69 


61 


101 
401 
207 

165 
43 

184 


10 
502 


*  Less  than  $500,000. 

t  Includes  $5  million  for  return  of  civilian  supplies  and  of  military-equipment  loans. 

source;  Foreign  Grants  and  Credits  by  the  U.S.  Government,  various  issues  (figures  frequently  revised). 
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merit  and  supplies  earmarked  as  such  when  shipped  from  U.S.  ports  and  so 
recorded  by  Census.  Since  the  two  series  differ  in  timing  and  probably  also 
in  bases  of  valuation,  as  well  as  in  substantive  coverage,  comparisons  between 
them  do  not  yield  annual  residuals  reflecting  satisfactorily  the  substantive  dif- 
ference in  which  you  are  interested.  You  may,  nevertheless,  find  this  residual 
sufficiently  suggestive  to  be  useful  in  connection  with  your  inquiry.  The  enclosed 
tabulation,  giving  the  two  relevant  series  and  the  differences  between  them 
since  1947,  is  extracted  from  appendix  table  4  (lines  28,  29,  30  and  45,  46 
and  47)  of  the  "Balance  of  Payments  Supplement"  to  the  Survey  of  Current 
Business,  for  the  years  1947-1951,  and  from  unpublished  worksheets  of  the 
office  of  Business  Economics  for  subsequent  periods.  To  guide  your  interpre- 
tation of  these  data,  I  should  add  to  the  comments  made  above  a  more  explicit 
observation  regarding  the  timing  discrepancies — i.e.,  that  the  Census  record 
lags  appreciably  behind  the  corresponding  component  of  the  balance  of  pay- 
ments entry. 

Table  24-3.  United  States  Government  Exports  under  Military-aid  Programs f 

(In  millions  of  dollars) 


Year 

As  recorded  for 
balance-of-pay- 
ments  purposes 

As  reported  by 
Census  Bureau 
in  merchandise 
trade  statistics 

Difference! 

1947 

1948 

1949 

1950 

1951 

1952 
1953: 

First  quarter 

Second  quarter 

Third  quarter 

40 

318 

189 

543 

1,394 

2,609 

1,274 

1,351 

815 

27 

230 

147 

321 

1,072 

2,101 

925 

1,107 

910 

13 

88 

42 

222 

322 

508 

349 
244 

-95 

t  Includes  Greek-Turkish  and  Chinese  military-aid  programs  as  well  as  military 
grant  aid  under  the  Mutual  Defense  Assistance  Program. 

|  Represents  not  only  difference  in  coverage  (the  excess  of  first  column  is  transfers 
of  goods  acquired  through  offshore  purchase  or  withdrawn  from  stocks  of  United 
States  military  establishment  abroad)  but  also  discrepancies  in  timing  and  probably 
in  valuation;  see  covering  letter. 

In  the  balance  of  payments  of  the  United  States,  there  are  several 
items  of  importance  related  to  the  cold  war.  First,  there  are  the  military 
exports,  which  are  financed  by  the  United  States  taxpayer.  Second, 
there  are  the  military  expenditures  abroad  by  the  United  States  military 
establishment,  inclusive  of  purchases  by  military  personnel.  This  type 
of  expenditure  provides  dollars  for  foreign  countries  in  the  same  man- 
ner as  imports  by  the  United  States  or  grants.  Third,  stockpiling  for 
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military  purposes  is  of  some  importance.  Here  again,  dollars  are  made 
available  in  the  same  manner  as  when  imports  are  increased.  (It  is  esti- 
mated that  through  1953,  80  per  cent  of  stockpiling  outlays  were  made 
abroad. ) 

A  summary  of  these  items  is  shown  in  Table  24-4. 

Table  24-4.  United  States  Trade  and  Items  Related  to  Military  Needs, 

1950  to  1954 
(In  millions  of  dollars) 


Year 

Merchandise 

exports 

[exclusive 

of  (2)] 

(1) 

Military 
exports* 

(2) 

U.S. 

merchandise 

imports 

(3) 

U.S.  military 

expenditure 

abroad 

(4) 

Annual 

stockpile 

purchases 

abroad f 

(5) 

% 
(4)  +  (5) 
to  imports 

(6) 

1950 
1951 
1952 
1953 
1954 

10,117 

14,123 

13,319 

12,383| 

12,671 

492 
1,388 
2,441 
4,096t 
3,137 

9,108 
11,202 
10,838 
10,954 
10,295 

576 
1,270 
1,957 
2,496 
2,533§ 

363 
591 
793 
597 
? 

10.3 
16.6 
25.2 
28.3 
? 

*  These  figures  differ  from  those  in  first  column  of  last  table  probably  because  they 
represent  revisions  of  the  earlier  figures  given  above. 

f  Total  reduced  by  20  per  cent  to  allow  for  domestic  purchases. 

t  Slightly  modified  in  1953. 

§  Cf .  the  $2  billion  estimate  of  the  President's  Advisory  Committee  on  Foreign 
Aid  for  Fiscal  Year  1956. 

source:  Survey  of  Current  Business;  Reports  of  the  Secretary  of  the  Treasury  on  the 
State  of  the  Finances,  and  H.  Schiller,  Review  of  Economics  and  Statistics,  p.  428. 

Two  points  should  be  stressed.  The  first  is  that  by  1953,  foreign  coun- 
tries were  receiving  almost  $3  billion  from  stockpile  purchases  and 
United  States  military  expenditures  abroad,  or  28  per  cent  of  merchan- 
dise imports.  Presumably  the  stockpile  purchases  are  included  in  im- 
ports, but  the  United  States  military  expenditures  abroad  are  not.  The 
latter  alone  was  providing  $2.5  billion  additional  in  dollars.  The  sec- 
ond point  is  that  military  exports,  which  were  equal  to  18  per  cent  of 
merchandise  exports  in  1952,  33  per  cent  in  1953,  and  25  per  cent  in 
1954,  do  not  require  payments  in  dollars. 

In  reply  to  a  letter  by  the  author,  Dr.  Karl  Anderson  wrote  as  follows 
(letter  of  May  18,  1954)  :8 

U.S.  military  expenditures  abroad,  including  the  personal  outlays  of  per- 
sonnel stationed  overseas,  are  much  too  large  for  omission  from  the  balance 
of  payments,  and  estimates  of  the  relevant  amounts  are  included  (although  not 

8  Also  see  1 951  Balance  of  Payments  Supplement  to  the  Survey  of  Current 
Business,  pp.  24,  66-67. 
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separately  identified  as  such)  in  the  regularly  published  balance-of -payments 
statistics.  You  might  find  it  worthwhile  to  know  that  a  rough  guide  to  the 
magnitudes  currently  (or  recently)  involved  can  be  gleaned  from  the  routine 
quarterly  statistics  on  the  following  basis:  (a)  The  bulk  of  the  difference  be- 
tween the  item  "imports  of  goods  and  services:  merchandise,  adjusted,"  in 
the  standard  balance-of-payments  tables  presented  in  the  March,  June,  Sep- 
tember, and  December  issues  of  the  Survey  of  Current  Business,  on  the  one 
hand,  and  recorded  merchandise  imports  as  reported  by  the  Census  Bureau, 
on  the  other,  consists  of  offshore  purchases  of  goods  by  the  U.S.  Government 
(and  mostly  by  military  agencies),  (b)  Other  components  of  the  outlays  in 
which  you  are  interested  comprise  by  far  the  greater  part  of  the  balance-of- 
payments  item,  "imports  of  goods  and  services:  miscellaneous  services:  Gov- 
ernment." 

Actually,  as  far  as  the  latest  reports  are  concerned,  you  do  not  have  to  rely 
on  inference  from  the  published  figures.  Estimates  of  the  relevant  amounts  for 
the  third  and  fourth  quarters  of  1953  were  cited  in  the  text  of  the  last  quarterly 
Survey  article  on  the  balance  of  payments  (March  1954  issue,  page  20),  which 
stated  that  "Military  expenditures  rose  from  $685  million  in  the  third  quarter 
[of  1953]  to  $744  million  during  the  fourth" — i.e.,  to  an  annual  rate  of  ap- 
proximately $3  billion  at  the  end  of  last  year. 

Deterrents  to  Investments  Abroad 

Why,  it  may  be  asked,  have  private  investments  abroad  in  the  post- 
war period  averaged  but  around  $1  billion  yearly  even  when  $350  mil- 
lion of  reinvestment  of  profits  by  subsidiaries  is  included?  (The  last, 
of  course,  does  not  make  more  dollars  available,  though  the  effect  may 
be  less  pressure  to  buy  dollars.) 

Among  the  deterrents  to  foreign  investment  are  the  following:  higher 
returns  on  capital  at  home;9  the  danger  of  confiscation;  the  danger  of 
partial  confiscation  through  discriminatory  taxation,  sales  of  needed  do- 
mestic currencies  (e.g.,  pesos)  to  investors  abroad  at  high  prices  (few 
pesos  for  a  dollar),  conversion  into  dollars  at  high  prices  (many  pesos 
for  a  dollar);  restrictions  on  convertibility  into  dollars  of  profits  and 
original  investment,  and  forced  revision  of  original  contracts;  and  the 
obstacles  to  carrying  on  without  interference,  inclusive  of  demands  for 
sharing  ownership  and  management  and  providing  employment  for  na- 
tionals. All  these  factors  are  not  additive,  e.g.,  the  rate  of  return  reflects 
unfavorable  conversion  rates  of  dollars  into  local  currency  and  vice 
versa. 

Time  and  again,  studies  have  been  made  of  the  possible  means  of 

9  According  to  one  estimate,  the  return  on  direct  investments  abroad  in  1945, 
1946,  1947,  and  1948  after  foreign  taxes  was  9.2,  12.2,  15.2,  and  17.1  per  cent  and 
on  similar  investments  at  home  after  United  States  taxes,  7.7,  9.1,  12.0,  and  13.8 
per  cent,  a  return  substantially  higher  at  home  when  allowance  is  made  for  taxes 
and  risks.  Also  see  later  figures  in  this  chapter. 
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increasing  the  flow  of  private  capital,  not  only  to  solve  the  dollar  prob- 
lem but  also  to  relieve  the  taxpayers  of  part  of  the  burden  of  aid  and 
to  help  build  up  the  economies  of  the  underdeveloped  nations.  Among 
the  approaches  used  and  suggested  are  the  following: 

First,  the  United  States  has  fashioned  treaties  with  foreign  nations 
which  provide  equal  treatment  for  American  investors,  reciprocal  con- 
cessions in  taxation,  and  the  like.  Unfortunately,  only  limited  advances 
have  been  made  under  such  treaties. 

Second,  the  tax  incentive  has  been  suggested.  The  theory  behind  the 
concessions  is  (1)  that  income  invested  abroad  be  taxed  more  lightly 
than  that  invested  at  home,  or  at  least  that  when  taxes  are  Jower  abroad 
on  corporate  income,  then  these  corporations  should  not  be  taxed  in  the 
United  States  on  the  difference  between  the  United  States  rate  and  the 
foreign  rate,  and  (2)  that  any  increase  in  foreign  investment  would 
save  the  government  money  even  if  tax  receipts  were  reduced,  for  in  the 
absence  of  additional  private  investment  the  government  would  have 
to  extend  more  aid.  For  example,  under  the  House  version  of  the  new 
Internal  Revenue  Code  of  1954,  corporations  receiving  certain  income 
from  abroad  were  to  receive  tax  credits  of  14  per  cent.10  All  kinds  of  pro- 
posals for  tax  preferential  treatment  are  under  consideration.  It  has  even 
been  suggested  that  income  from  foreign  investments  be  exempt  from 
taxation,  the  contention  being  that  the  government  would  lose  only  part 
of  the  tax  relinquished,  for  deductions  are  allowed  for  taxes  paid  abroad, 
and  also  that  there  would  then  be  an  incentive  for  foreign  countries  to 
reduce  taxes  as  a  means  of  attracting  foreign  capital.  Aside  from  the 
question  of  the  propriety  of  exempting  all  incomes  from  a  particular 
source  from  taxation,  the  net  effect  of  exempting  this  income  would 
be  that  a  new  and  fruitful  field  of  tax  evasion  for  high-income  groups 
would  be  opened.  Hence,  for  the  proposal  for  full  exemption,  many  sub- 
stitute the  suggestion  to  reduce  rates  on  income  from  foreign  invest- 
ments.11 

Among  other  suggestions  for  tax  relief  are  the  following:  equal  treat- 
ment of  branches  and  subsidiaries,  accelerated  write-offs,  and  removal 
of  country  and  over-all  limits  which  tend  to  restrict  tax  credits  allowed 
on  taxes  paid  abroad. 

A  third  approach  for  stimulating  foreign  investments  is  the  guarantee 
by  government  against  certain  contingencies  upon  payment  of  an  in- 
surance fee  on  investments  abroad.  So  far,  this  program,  which  in  a  re- 

10  There  are  restrictions  on  the  applicability  of  these  credits,  but  the  code  also 
provides  several  other  concessions  to  encourage  investment  abroad.  Ways  and 
Means  Committee,  Internal  Revenue  Code  of  1954,  pp.  73-78.  The  Finance  Com- 
mittee of  the  Senate,  however,  dropped  the  major  concessions. 

11  Organization  for  European  Economic  Cooperation,  Private  United  States  In- 
vestment  in  Europe  and  the  Overseas  Territories,  1954,  pp.  25-26. 
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stricted  form  is  actually  in  operation,  has  not  been  a  great  success. 
Insurance  against  outright  confiscation  has  some  merit,  but  how  does  in- 
surance protect  against  gradual  or  concealed  confiscations?  Furthermore, 
as  the  Minority  Report  of  the  Randall  Committee  said,  guarantees  tend 
to  encourage  confiscation:  Why  not  confiscate  as  long  as  the  United 
States  government  or  an  insurance  program  sponsored  by  the  United 
States  government  will  pay  the  bill?  Finally,  there  is  the  danger  that 
through  a  guarantee  program,  the  government  would,  in  fact,  take  the 
risks  while  private  investment  would  obtain  the  profits. 

In  general,  I  am  inclined  toward  the  view  that  the  government  should 
consider  concessions  in  taxes  which  would  stimulate  private  investment, 
though  questions  of  equity  are  raised  which  cannot  be  dismissed  lightly. 
I  am  also  convinced,  as  were  some  of  the  participants  in  the  Princeton 
discussion  of  the  Randall  Report,  that  the  net  effect  of  practical  meas- 
ures in  this  field  upon  private  investment  abroad  would  not  be  great.12 

It  is  not  too  clear  that  much  can  be  done  without  a  change  of  atti- 
tude on  the  part  of  both  lenders  and  borrowers  and  an  improvement 
in  international  relations.  Maffry  put  forward  interesting  proposals, 
namely,  that  loans  be  made  to  domestic  corporations  that  invest  abroad 
and  also  that  Western  Europe,  which  has  tended  to  make  much  more 
capital  available  to  underdeveloped  countries  than  the  United  States 
(he  compares  aid  to  India),  should  concentrate  in  this  field  and  the 
United  States,  in  turn,  should  lend  to  Western  Europe.  Another  line  of 
attack  is  suggested  by  foreign  experience  where  much  more  is  done  to 
protect  the  investor  against  losses  on  foreign  investments.13 

One  other  aspect  of  private  investment  invites  a  brief  comment.  It  is 
often  said,  and  notably  in  the  Randall  Staff  Papers,  that  investment  by 
government  or  international  agencies  tends  to  discourage  private  invest- 
ment, for  foreign  borrowers,  alerted  to  the  possibility  of  public  loans 
or  even  grants  at  favorable  terms,  discourage  loans  from  private  sources. 
Undoubtedly,  foreign  borrowers  prefer  loans  from  public  sources,  and  to 
some  extent  private  loans  are  frowned  upon.  But  it  is  not  merely  a  pref- 
erence for  public  sources  per  se;  private  investments  are  deficient  in 
many  respects.  Thus,  private  investments  fluctuate  excessively  and  pub- 
lic authorities  can  introduce  an  element  of  stability.  Again,  public  utili- 
ties receive  most  inadequate  funds  from  private  sources  (in  part,  no 
doubt,  owing  to  a  careful  scrutiny  of  rates  charged),  and  in  general 
what  may  be  called  overhead  services,  e.g.,  transportation,  health,  roads, 

12  A  Critique  of  the  Randall  Commission  Report,  1954,  p.  45. 

13  A.  Maffry,  Program  for  Increasing  Private  Investment  in  Foreign  Countries,  1952 
(mimeographed);  Organization  for  European  Economic  Cooperation,  op.  cit., 
chap.  2;  and  Report  of  the  Citizens  Advisory  Committee  to  the  Senate  Banking 
and  Currency  Committee,  Study  of  the  Financial  Aspects  of  the  International  Bank 
and  of  the  Export-Import  Bank  and  Wodd  Bank,  1954,  table  opposite  p.  30. 
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and  education,  receive  little  support  from  private  lenders.  Hence  a  need 
for  nonprivate  sources.  As  Nurkse  has  shown,  the  British  in  their  period 
of  heavy  foreign  investments  concentrated  much  more  on  loans  for 
utilities  and  other  overhead  than  has  this  country  in  recent  years.14  The 
concentration  in  the  postwar  period  has  been  large  on  exploitation  of 
natural  resources,  and  therefore  the  association  is  not  between  export 
of  private  capital  and  population  but  rather  between  the  former  and 
the  availability  of  rich  natural  resources  to  exploit.  Even  manufacturing 
is  neglected,  though  of  late  this  country  has  shown  an  increasing  inter- 
est in  this  field  of  investment.  It  is  therefore  imperative  that  if  capital  is 
to  flow  on  the  basis  of  needs  rather  than  as  at  present  primarily  on  the 
basis  of  profitability,  quick  return  on  capital,  and  assurance  of  no  ser- 
ious problems  of  dollar  convertibility,  public  investments  and  aid  are 
required.  The  Randall  Report,  in  the  author's  opinion,  greatly  underesti- 
mates the  need  of  public  intervention  in  this  field.  The  experts  of  the 
Export-Import  Bank  are  also  fearful  of  public  investments  abroad  and 
the  effects  on  private  lending.15  But  as  Nurkse  and  Thorpe  observe  (and 
cf.  Chapter  19),  some  way  must  be  found  to  push  investments  in  pub- 
lic utilities,  social  services,  and  the  like — as  the  British  did  in  the  nine- 
teenth century — if  an  adequate  program  is  to  be  had.16 

Evidence  of  distortions  of  United  States  investments  after  World 
War  II  is  given  in  the  following: 

Of  $14.1  billion  of  United  States  government  investment  abroad,  Near 
Eastern,  Asian,  and  Pacific  countries  profited  from  but  $1.1  billion. 
These  results  may  be  justified  by  the  great  crisis-  in  Europe  and  the  low 
absorptive  capacity  of  the  underdeveloped  countries.  Even  the  Interna- 
tional Bank  for  Reconstruction  and  Development  as  late  as  October, 
1953,  had  granted  but  13  per  cent  of  its  $1.76  billion  of  loans  to  Asia 
and  the  Middle  East,  though  these  areas  had  more  than  half  the  world's 
population,  and  by  March,  1954,  but  20  per  cent  of  all  disbursements 
were  in  these  areas.17  Again,  the  explanation  is  probably  the  doubts 
about  absorption  and  capacity  to  repay.  Of  United  States  direct  invest- 
ments, Canada,  with  about  %  of  1  per  cent  of  the  world's  population 
and  about  2  per  cent  of  the  world's  income,  accounted  for  31  per  cent; 
Latin  America,  for  40  per  cent;  and  Western  Europe,  for  15  per  cent. 
This  leaves  little  for  Asia  and  Africa.  Finally,  from  1946  to  1951,  United 
States  direct  investments  in  public  utilities  declined  by  1%  per  cent,  rose 
in  petroleum  by  259  per  cent   (from  $823  million  to  $2,957  million), 

14  See  D.  H.  Robertson,  Britain  in  the  World  Economy,  1954,  p.  66. 

15  Report  of  the  Citizens  Advisory  Committee  .   .   .   ,  op.  cit.,  pp.  9—11. 

10  R.  Nurkse,  "International  Investment  Today  in  the  Light  of  the  Nineteenth- 
century  Experience,"  Economic  Journal,  1954,  pp.,  748-755,  and  W.  Thorpe,  Trade, 
Aid,  or  What?  1954,  pp.  175-176. 

17  International  Monetary  Fund,  International  Financial  Statistics. 
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and  rose  in  manufacturing  by  91  per  cent  (from  $2,261  million  to  $4,336 
million )  .18 

Capital  Exports  and  National  Income 

The  dollar  problem  would  be  greatly  eased  if  capital  exports  from  the 
United  States  increased  by  a  few  billion  dollars  annually.  In  so  far  as 
the  proceeds  of  these  loans  were  used  to  purchase  commodities  outside 
the  United  States,  the  contribution  toward  the  solution  of  the  dollar 
problem  would  be  greater  than  if  the  loans  were  largely  tied  to  United 
State  exports.  In  so  far  as  the  loans  were  a  source  of  additional  exports 
from  the  United  States,  they  would  not  contribute  greatly  to  the  elim- 
ination of  the  dollar  gap  directly,  though  the  ultimate  effects  through 
exports  or  reduced  imports  of  foreign  countries  might  be  favorable.  For- 
eign loans  and  assistance  raise  imports  of  borrowing  countries  beyond 
their  level  in  the  absence  of  this  financing,  but  let  us  note  that  this 
is  one  of  the  objectives  of  foreign  borrowing. 

Over  a  period  of  eight  years  ( 1946-1953 ) ,  private  capital  exports  from 
the  United  States  were  only  $7.1  billion,  or  but  3%oo  of  1  per  cent  of 
the  national  income  of  close  to  $2  trillion  during  this  period.  In  1954 
and  1955,  capital  exports  were  even  less  favorable.  Had  these  exports 
been  equal  to  the  7  per  cent  of  income  sent  abroad  by  the  British  in  the 
years  of  her  great  capital  exportation,  the  total  amount  would  have 
been  $136  billion,  or  nineteen  times  the  actual  figure.  (Even  in  the  post- 
war period  British  private  exports  of  capital  are  four  times,  relative  to  in- 
come, those  of  the  United  States.)  Another  estimate  covering  somewhat 
different  periods  and  statistics  points  to  a  range  of  ten  to  fifteen  times. 
Nurkse  estimates  that  the  application  of  the  4  per  cent  British  figure  of 
foreign  investment  to  income  (fifty  years  before  World  War  I)  would 
yield  $10  billion  for  United  States  foreign  investments  per  year  in  these 
eight  years;  the  application  of  the  7  per  cent  ratio  of  1905  to  1913  would 

18  Figures  from  Randall  Commission  Staff  Papers,  p.  86,  and  United  Nations,  The 
International  Flow  of  Private  Capital,  1954,  pp.  46-52. 

Useful  discussions  of  the  issues  covered  in  this  section  are  to  be  found  in  U.S. 
Department  of  Commerce,  Factors  Limiting  U.S.  Investment  Abroad,  pt.  I,  1953; 
United  Nations,  op.  cit.;  The  Report  of  the  President's  Material  Policy  Commission, 
Resources  for  Freedom,  vol.  I,  pp.  63—72;  Randall  Commission  Staff  Papers,  chaps. 
2  and  3;  Report  to  the  President  on  Foreign  Economic  Policy  (Gray  Report),  pp. 
61-72;  Commission  on  Foreign  Economic  Policy,  Report  to  the  President  and 
Congress,  1954,  especially  pp.  16-27;  House  Committee  on  Foreign  Affairs,  The 
Mutual  Security  Act  and  Overseas  Private  Investment,  Preliminary  Report,  June  3, 
1953  (this,  in  turn,  discusses  the  Report  of  the  President's  Material  Policy  Com- 
mission, the  Maffry,  the  Sawyer,  and  the  Bell  Reports);  Report  to  the  Director  for 
Mutual  Security  by  the  Advisory  Committee  on  Underdeveloped  Areas,  Economic 
Strength  for  a  Free  World,  1953;  The  Mutual  Security  Program  for  Fiscal  Year 
1954,  Basic  Data  Supplied  by  the  Executive  Branch,  June  5,  1953;  House  Foreign 
Affairs  Committee,  Mutual  Security  Act  of  1953;  U.S.  Department  of  State,  Point 
Four,  1950. 
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yield  a  figure  of  $18  billion,  or  about  twenty  times  the  actual  invest- 
ment.19 Had  private  capital  exports  attained  even  the  level  relative  to 
income  of  the  twenties  (1.4  per  cent),  they  would  have  averaged  $3.5 
billion,  or  four  times  the  actual  figure.  The  drop  of  three-quarters  meas- 
ures to  some  extent  the  deterioration  of  international  economic  rela- 
tions. Even  the  sum  of  all  unilateral  transfers  (private  and  public)  and 
loans  (private  and  public)  was  only  $52  billion  in  the  years  1946  to 
1953,  or  less  than  3  per  cent  of  United  States  national  income  during  this 
period.  It  might  be  held  that  had  exports  of  capital  attained  a  few  per 
cent  of  national  income,  then  public  grants  could  have  been  much 
smaller.  On  the  basis  of  per  capita  income,  which  was  surely  at  least 
six  times  as  high  in  the  United  States  in  the  postwar  period  as  in  the 
United  Kingdom  in  pre-World  War  I,  the  United  States  could  be  as- 
sumed to  be  able  to  advance  an  amount  in  excess  of  7  per  cent  of  her 
income.  From  these  statistics  we  do  not  draw  the  conclusion,  however, 
that  United  States  exports  of  capital  should  be  running  at  the  rate  of 
$21  billion  annually  instead  of  the  actual  figure  of  $1  billion  to  $1%  bil- 
lion annually  in  1954  and  1955. 

It  would  be  an  oversimplification  to  base  estimates  of  potential  ex- 
ports of  capital  upon  the  British  prewar  experience,  first,  because  the 
British  profited  more  from  exploiting  foreign  farms  and  mines  with  re- 
sultant cheaper  foods  and  raw  materials  than  this  country  would  likely 
gain  from  capital  movements  on  a  similar  scale,  and,  second,  because 
exportation  of  capital  at  the  rate  of  anything  like  7  per  cent  of  United 
States  income  would  quickly  saturate  the  markets  for  foreign  capital 
abroad.  Even  by  1913-1914,  the  approximate  value  of  long-term  foreign 
investments  outstanding  of  the  major  creditor  countries  was  but  $44  bil- 
lion ($18  billion  for  the  United  Kingdom).20  Should  the  United  States 
invest  7  per  cent  of  its  income  abroad,  within  three  to  four  years  total 
new  investments  abroad  would  equal  (allowing  for  price  changes)  all 
foreign  investments  outstanding  in  1913. 

Foreign  investments  in  the  United  States  helped  us  greatly;  yet  the 
amounts  involved  were  not  large.  It  is  not  long  before  a  saturation  point 
is  reached.  In  1866,  the  best  available  estimates  put  foreign  investments 
in  the  United  States  at  $600  million;  in  1875,  at  $1.5  billion;  in  1899,  at 
$3.3  billion;  in  1914,  at  $6.8  billion;  in  1936,  at  $6.1  billion;  in  1951,  at 
$21.16  billion.21  (The  last,  of  course,  reflected  the  inflow  associated 
with  uncertainties  abroad  and  the  faith  in  the  dollar. ) 

A  third  reason  is  that  the  creditor  nations  in  the  pre-World  War  I 

19  Nurske,  op.  cit.,  pp.  744-745. 

20  United  Nations,  International  Capital  Movements  during  the  Inter-war  Period, 
1949,  p.  2. 

21  U.S.  Department  of  Commerce,  Foreign  Investments  in  the  United  States,  1937, 
pp.  22-23,  28;  Balance  of  Payments  of  the  United  States,  1949-51,  p.  162. 
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period  did  not  have  to  contend  with  the  serious  transfer  problems  re- 
flected in  the  widespread  recourse  to  exchange  control  by  debtors  or 
with  the  strong  nationalization  movements  and  discrimination  against 
foreign  nations  in  debtor  countries  of  recent  years.  Fourth  (and  related), 
the  epidemic  of  defaults  in  the  last  generation  has  frightened  the  average 
investor  away  from  foreign  investments.  Thus,  as  of  December  31,  1946, 
the  debt  service  on  United  States  loans  had  been  paid  in  full  on  $2,255 
million  of  publicly  offered  dollar  bonds,  and  interest  was  in  default  on 
$2,145  million.  From  1920  to  1930,  the  United  States  had  subscribed 
to  more  than  $10  billion  of  foreign  bonds  (net).  By  1930,  the  net  port- 
folio was  $7  billion.  Sales  of  defaulted  bonds  and  regular  amortization 
of  nondefaulted  bonds  had  reduced  the  par  value  of  such  bonds  held 
in  this  country  by  a  few  billion  dollars.22 

Fifth,  the  favorable  prospects  for  investment  in  the  United  States 
which  persisted  throughout  the  first  decade  of  the  postwar  period  react 
against  foreign  investment.  It  has  been  estimated  that  earnings  on  capital 
invested  in  manufacturing  in  this  country  average  around  15  per  cent.  In 
contrast,  note  the  returns  in  Table  24-5  on  foreign  investments  for 
1952.23 

Table  24-5.  United  States  Investments  Abroad  and  Income 
from  Investments,  1952 


Investment, 

Income, 

% 
(2)  to  (1) 

billions  of 
dollars 

millions  of 
dollars 

(1) 

(2) 

Private 

23.1 

1,584 

6.9 

Direct 

14.8 
8.3 

1,419 
165 

9.6 

Other 

2.0 

Government 

14.4 

204 

1.4 

source:  Calculated  from  Randall  Commission  Staff  Papers,  pp.  79,  83. 

Sixth,  the  protectionist  interests  in  this  country  militate  against  foreign 
investment,  for  the  financing  of  foreign  investments  requires  a  steady 
rise  of  imports  in  payment  for  interest,  profits,  and  amortization  of 
past  loans.  Under  the  British  condition  of  free  trade  in  the  generations 
before  1914,  the  required  response  of  import  trade  did  not  encounter 
artificial  barriers. 

22  U.S.  Senate  Committee  on  Finance,  Foreign  Assets  and  Liabilities  of  the  United 
States  and  Its  Balance  of  International  Transactions,  1948,  pp.  125-126. 

23  Cf.,  however,  the  author's  earlier  figures  and  also  United  Nations,  The  Inter- 
national Flow  of  Private  Capital,  1946-52.  The  figure  for  1950  is  given  as  15  per 
cent  return  on  direct  investment  ($11.8  billion  book  value  and  $1.8  billion  income 
after  foreign  taxes ) . 
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Cairncross  and  Nurkse  have  emphasized  the  fact  that  in  the  nineteenth 
century  the  situation  was  radically  different  from  that  in  the  years  since 
the  Great  Depression:  The  British  could  gain  much  in  cheaper  imports 
and  in  larger  relative  returns  of  investment  incomes  and  stimulation  of 
their  economy;  the  British  exports  of  capital  went  primarily  to  relatively 
advanced  countries  and  largely  to  countries  with  the  same  general  back- 
ground as  the  lending  country;  labor  migrated  with  capital,  and  hence 
the  whole  program  was  an  integrated  one,  whereas  American  invest- 
ments move  primarily  to  combine  with  cheap  labor  abroad  (labor 
migration  had  been  substantially  cut);  and  finally  the  British  invest- 
ments were  largely  portfolio,  appropriate  when  there  was  little  fear  of 
bankruptcies,  national  antagonisms,  etc.,  prevalent  more  recently.  (In- 
deed, Lederer  notes  that  in  the  peculiar  conditions  of  the  post- World 
War  II  period  there  is  much  to  be  said  for  direct  investments  as  a  means 
of  stabilizing  capital  flows.)24 

More  Capital  Exports? 

We  should  not  conclude  from  this  listing  of  the  more  conducive  condi- 
tions for  the  exportation  of  capital  in  the  century  before  World  War  I 
that  a  case  cannot  be  made  for  private-capital  exports  from  this  country 
greatly  exceeding  the  annual  outflow  of  less  than  $1  billion  in  the  post- 
war period.  Even  a  contribution  of  1  per  cent  of  our  national  income 
would  raise  this  figure  to  $3  billion  to  $4  billion  a  year  in  the  next  ten 
years.  Capital  exports  at  this  level  might  well  solve  the  dollar  problem 
over  the  next  decade.  The  alternative  solutions  are  a  rise  of  imports 
and/ or  a  cut  in  exports.  Elsewhere  we  discuss  the  difficulties  of  raising 
imports  by  several  billion  dollars  through  tariff  policy.  The  maintenance 
of  exports  at  the  level  of  1951  to  1956  could  be  greatly  facilitated  by  a 
rise  of  capital  exports.  Hence,  one  argument  for  higher  capital  exports 
is  that  the  rise  could  offer  a  solution  of  dollar  shortage  without  cutting 
exports,  with  the  understanding  that  over  a  long  period  the  required 
transition  to  a  substantial  rise  of  imports  to  enable  foreigners  to  finance 
their  growing  imports  would  be  made. 

Another  important  argument  for  enlarged  capital  exports  is  the  need 
of  foreign  economic  development  as  a  condition  for  the  acquisition  by 
this  country  of  required  supplies  of  raw  materials  and  food  supplies. 
Crude  materials  and  foodstuffs  over  the  last  one  hundred  years  have 
become  of  increasing  importance  in  our  imports.  In  the  future,  this 
country  will  have  to  depend  increasingly  on  foreign  sources  of  supply 

24  Nurkse,  op.  cit.,  pp.  745-746;  A.  K.  Cairncross,  Home  and  Foreign  Investment, 
1870-1913,  pp.  188-191,  225-231;  and  W.  Lederer,  "Major  Developments  Affecting 
the  United  States  Balance  of  International  Payments,"  Review  of  Economics  and 
Statistics,  May,  1956. 
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of  raw  materials  and  foods.  How  could  it  be  otherwise  with  the  popula- 
tion rising  by  one-quarter  in  the  next  generation  and  real  national  in- 
come probably  doubling?  One  of  the  serious  problems  of  recent  years 
has  been  the  disproportionate  rise  of  industrial  output  relative  to  the 
increase  of  mineral  and  agricultural  production.  In  this  country  industrial 
production  in  1953  was  139  per  cent  above  the  1939  level  and  135  per 
cent  above  the  1929  level,  but  mineral  production  has  risen  only  by  71 
and  71  per  cent,  respectively,  and  agricultural  production,  by  54  and  35 
per  cent,  respectively.  The  world  over,  the  increase  in  manufactured 
goods  has  been  much  greater  than  that  of  agricultural  and  mineral  out- 
put. The  pressure  in  the  future  is  to  be  greater.  For  example,  the  Pres- 
ident's Materials  Policy  Commission  estimated  that  whereas  in  1900  pro- 
duction of  materials  other  than  food  and  gold  exceeded  consumption  in 
the  country  by  15  per  cent,  in  1950  there  was  a  deficit  of  9  per  cent  and 
in  1975  one  of  20  per  cent  is  expected  or  $3  billion  ( against  $860  million 
in  1950).  By  1970  to  1980,  on  the  basis  of  reasonable  assumptions,  the 
United  States  demand  for  tin  will  rise  by  18  per  cent,  of  copper  by  43  per 
cent,  of  iron  ore  by  54  per  cent,  of  rubber  by  87  per  cent,  of  petroleum  by 
109  per  cent,  and  of  aluminum  by  291  per  cent.25  Where  are  these  re- 
sources to  come  from  unless  the  United  States  and  the  United  Kingdom 
(e.g.,  the  Colombo  Plan)  pump  considerable  amounts  of  capital  into  the 
agricultural  and  mineral-producing  nations  and  thus  accelerate  the  de- 
velopment of  these  resources?  In  turn,  these  countries  will  finance  their 
debts  by  increasing  their  exports  of  food  and  raw  materials.  The  Paley 
Committee  also  suggests  the  use  of  the  technique  of  long-term  purchasing 
agreements  to  encourage  exploitation  of  foreign  sources  of  materials. 

Capital  Exports  and  Economic  Conditions 

These  are  not  the  only  reasons  for  supporting  a  rise  of  capital  exports. 
Another  important  consideration  is  the  necessity  of  sustaining  exports 
as  a  stimulus  to  the  economy.  Here  I  have  in  mind,  in  particular,  the 
problem  of  deficiency  of  demand.  In  the  thirties,  unfortunately,  this 
country  imported  rather  than  exported  capital,  with  the  result  that 
capital  movements  were  a  depressant  rather  than  a  stimulus.  In  the 
years  1940  to  1955,  with  the  growth  of  military  outlays  capital  exports 
as  a  stimulus  to  our  economy  have  not  been  needed  except  on  occasion. 
In  1948-1949,  industrial  output  declined  by  8  per  cent,  but  the  drop  in 
gross  national  product  was  much  smaller.  A  higher  level  of  capital  ex- 
ports might,  however,  have  precluded  a  decline  of  imports  of  7  per  cent. 
Possibly  the  recession  of  1953-1954  might  also  have  largely  been  averted 
had  capital  exports  been  at  a  level  of  even  $3  billion.  Should  political 
conditions  become  more  normal,  then  deficiencies  of  demand  may  well 

25  Resources  for  Freedom,  1952,  vol.  I,  pp.  2,  9. 
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plague  us  once  more.  Production  would  then  decline,  with  later  effects 
on  imports.  Under  these  conditions,  a  corrective  exportation  of  capital 
would  reduce  the  fluctuations  in  these  variables.  For  example,  Table 
24-6  shows  the,  fluctuation  in  seven  recession  periods.  (I  owe  these 
figures  to  an  unpublished  paper  of  H.  K.  Zassenhaus,  of  the  International 
Monetary  Fund;  also  cf .  Chapter  23. ) 

Table  24-6.  Percentage  Change  in  Employment,  Production,  GNP,  and  Imports, 
Five  Recessions,  United  States 


Employment 

GNP  (constant  prices) 
Industrial  production . 
Imports: 

Value 

Volume 


1923-1924 

1926-1927 

1929-1932 

1937-1938 

-18.3 

-4.5 

-1.5 

-1.9 

-41.5 

-6.1 

-6.8 

-1.0 

-47.3 

-21.2 

-4.8 

-5.6 

-69.9 

-34.0 

-2.3 

+2.0 

-40.5 

-25.0 

1948-1949 

-0.0 

-0.3* 

-8.3 

-7.1* 
-2.4 


*  A  UN  group  estimated  the  decline  of  United  States  national  income  and  imports 
from  the  fourth  quarter  of  1948  and  the  second  quarter  of  1949  at  5  and  15  per  cent, 
respectively.  United  Nations,  National  and  International  Measures  for  Full  Employ- 
ment, 1949,  p.  30.  (These  figures  have  been  adjusted  on  the  basis  of  H.  K.  Zassenhaus, 
"Direct  Effects  of  a  United  States  Recession  on  Imports  and  Events,"  Review  of 
Economics  and  Statistics,  August,  1955.) 

What  is  required  in  order  to  deal  with  these  cyclical  declines  (and 
accompanying  fall  of  imports  and  hence  transmission  of  depression  to 
other  countries)  is  measures  which  would  increase  the  funds  available 
to  pay  for  United  States  exports  or  other  measures  which  might  exclude 
depressions  or  contain  them.  In  this  connection,  we  should  mention  the 
Keynesian  proposal  that  debtor  countries  be  given  drawing  rights  or  a 
variant  suggested  by  a  UN  commission  that  as  United  States  imports 
decline,  this  country  put  dollars  at  the  disposal  of  foreign  countries, 
pari  passu,  thus  enabling  them  to  buy  United  States  goods  and  at  the 
same  time  stimulate  the  American  economy  with  accompanying  rise  of 
United  States  imports.26 

According  to  another  survey  the  GNP  from  the  last  quarter  of  1948 
to  the  last  quarter  of  1949  declined  by  3.2  per  cent  and  by  3.8  per  cent 
from  the  second  quarter  of  1953  to  the  first  half  of  1954.  The  drop  of 
industrial  production  in  these  same  two  periods  was  9  per  cent  in  each 
instance,  but  the  decline  in  the  value  of  imports  was  only  10  per  cent 
in  the  later  recession  as  compared  with  19%  per  cent  for  the  earlier 
period.  The  decline  of  imports  of  manufactured  goods  was  much  greater, 

26  See  S.  E.  Harris  (ed.),  The  New  Economics,  pp.  330-333,  and  United  Nations, 
National  and  International  Measures  for  Full  Employment,  pp.  59-61. 
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amounting  to  23%  per  cent  in  1948-1949  and  20  per  cent  in  1953-1954. 
The  loss  of  imports  in  the  second  period  was  concentrated  on  India  and 
the  countries  designated  "the  rest  of  the  world"  (countries  exclusive  of 
Europe,  the  Americas,  and  sterling  countries)  and,  in  manufactured 
goods,  on  textiles.  In  the  second  recession  the  reduction  in  imports 
occurred  mainly  in  primary  products,  and  the  industrial  countries  of 
Europe  gained  more  in  exports  to  the  United  States  in  nonmanufactures 
than  they  lost  in  manufactures.27 

The  capacity  of  Europe  to  insulate  herself  against  a  depression  in  the 
United  States  in  1953-1954  surprised  most  experts.  There  may  be  some 
factors  at  work  that  may  increasingly  stabilize  international  economic 
relations.  Among  these  may  be  mentioned  the  increased  importance  of 
government  outlays  abroad  by  the  most  advanced  countries  which  are 
tied  more  to  political  than  to  economic  considerations,  and  these  may 
increasingly  also  be  countercyclical  to  ensure  minimum  economic  condi- 
tions abroad  and  hence  more  political  stability,  and  the  increased  im- 
portance of  synthetics  as  substitutes  for  products  formerly  imported  by 
the  United  States,  which  means  that  the  foreign  product  ( generally  agri- 
cultural) is  more  flexible  pricewise  than  the  manufactured  competitive 
item  produced  in  large  quantities  in  this  country.  Prices  of  these  products 
are  then  adjusted  abroad  in  response  to  a  reduction  of  demand  in 
the  United  States,  and  imports  are  not  reduced  so  much  as  they  otherwise 
would  be.  Again,  the  large  American  company  operating  abroad  which 
suffers  losses  of  imports  into  this  country  may  react  or  be  forced  to  react 
by  foreign  tax  policies  by  bringing  less  funds  back  to  this  country,  and 
thus  the  instability  of  sales  by  foreign  countries  is  offset  by  saving  for 
the  foreign  country  of  transfers  of  funds  to  this  country.28 

In  this  connection,  the  recent  experience  of  Canada  is  of  some  interest. 
In  the  postwar  period  Canadian  authorities  demonstrated  some  capacity 
to  neutralize  the  unstabilizing  effects  of  influxes  of  capital  by  raising 
the  price  of  the  United  States  dollar  as  capital  flowed  in,  thus  making 
the  inflow  of  capital  more  expensive,  and,  second,  by  paying  for  the 
inflow  of  gold  and  dollars  with  government  balances,  thus  reducing  the 
amount  of  reserves  for  the  money  market,  or  by  offsetting  inflationary 
effects  of  inward  capital  movements  by  the  increase  of  government 
surpluses.29 

Large  capital  exports  from  the  United  States  might  be  justified,  then, 
on  the  grounds  of  self-interest.  It  should  be  observed  that  capital  exports 

27  General  Agreement  on  Tariffs  and  Trade,  "Imports  of  Manufactured  Goods 
by  the  United  States,  1948  to  Mid- 1954,"  Trade  Intelligence  Paper  3,  1955. 

28  See  especially  Lederer,  op.  cit. 

29  R.  A.  Radford,  "Canada's  Capital  Inflows,  1946-53,"  International  Monetary 
Fund  Staff  Papers,  February,  1955,  pp.  252-257. 
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supported  by  the  need  of  exploiting  foreign  resources  for  our  ultimate 
use  would  require  a  long-range  program  of  capital  exports,  but  capital 
exports  as  a  preventive  or  cure  of  deficiency  of  demand  would  ordinarily 
fluctuate  with  economic  conditions.  The  amount  and  timing  of  capital 
exports  required  for  an  ambitious  development  program  would  vary 
from  the  amounts  and  timing  of  a  program  to  deal  with  depressions. 
Exports  of  capital  for  either  or  both  of  these  reasons  would  help  solve 
the  dollar  problem  in  the  short  run  and,  if  wisely  planned  and  ad- 
ministered, would  dispose  of  the  problem  permanently.  But  obviously, 
if  treatment  of  the  dollar  shortage  were  the  only  objective,  flows  and 
timing  would  vary  from  those  required  for  all  these  objectives. 

Help  for  Underdeveloped  Countries30 

In  the  world-wide  struggle  of  ideologies,  we  find  another  support 
for  a  substantial  capital-exporting  program.  The  standard  of  living  is 
low  in  the  underdeveloped  countries.  According  to  the  Rockefeller 
Report  of  1951,  the  average  annual  income  per  person  in  underdeveloped 
areas  was  $80,  or  5%  per  cent  of  the  average  in  the  United  States  and  17 
per  cent  of  that  for  Western  Europe.  In  Southeast  Asia,  the  average 
figure  was  but  $30.31  According  to  one  estimate,  it  is  possible  to  increase 
the  national  income  of  the  underdeveloped  areas  from  $87  billion  in 
1950  to  $372  billion  by  the  year  2000,  but  the  rise  of  per  capita  income 
of  180  per  cent  would  not  be  nearly  so  large.  Here  the  assumption  is 
made  that  the  program  would  be  on  an  adequate  scale  to  lick  the 
population  problem.  Otherwise  the  gains  would  be  absorbed  in  a  rising 
population,  with  little  or  no  improvement  of  standards.  The  analogy  is 
with  a  rocket  to  the  moon,  which  must  move  fast  enough  to  escape  the 
gravitational  pull  of  the  earth.  This  increase  of  per  capita  income  would 
result  from  an  industrialization  of  the  underdeveloped  areas  with  the 
percentage  of  gainfully  employed  workers  in  agriculture  being  reduced 
by  20  percentage  points  from  1950  to  2000  [from  57  to  37  per  cent  for 
Southern  and  Eastern  Europe  (exclusive  of  the  U.S.S.R. ),  73  to  53  per 
cent  for  Asia,  70  to  50  for  Africa,  and  65  to  45  per  cent  for  Latin 
America].  This  may  be  too  optimistic  an  estimate,  because  it  does  not 
allow  for  the  losses  involved  in  shifting  from  agriculture  to  industry 
when  the  terms  of  trade  are  likely  to  improve  for  agriculture.  The  shift 
may  also  be  excessive  in  view  of  the  greater  advantages  of  these  countries 
in  agriculture  and  especially  in  the  face  of  improved  demand.  In  many 
instances,  there  is  evidence  of  uneconomic  industrialization,  that  is, 
substitution  of  industry  or  the  wrong  kind  of  industry  for  agriculture. 

30  Cf.  Chap.  19. 

31  Partners  in  Progress:  A  Report  to  the  President  by  the  International  Develop- 
ment Advisory  Board,  March,  1951,  p.  14. 
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But  it  is  also  possible  that  with  these  large  inflows  of  capital  and  tech- 
niques a  reduction  of  27  to  35  per  cent  in  the  proportion  of  labor  and 
agriculture  may  be  consistent  with  a  large  rise  in  agricultural  output  and 
excess  labor  on  farms  and  in  mines,  which  would  have  to  be  diverted  to 
other  employments.32 

In  order  to  bring  about  a  large-scale  industrialization,  improvement 
of  agriculture,  and  a  rise  in  the  per  capita  national  income  of  2  per  cent 
per  year,  or  a  doubling  in  thirty-five  years,  a  UN  committee  has  esti- 
mated that  at  least  $10  billion  annually  of  capital  imports  for  under- 
developed countries  would  be  required.  An  earlier  and  more  modest 
estimate  (though  at  a  lower  price  level)  had  put  the  amount  of  external 
financing  required  by  underdeveloped  countries  at  but  $3.9  billion  (for 
other  countries,  $4.3  billion).  But  an  estimate  of  the  amounts  of  foreign 
capital  required  to  move  20  per  cent  of  the  working  population  from 
agriculture  is  about  $7  billion  annually.33 

The  1951  estimate  of  the  United  Nations  group  of  experts  is  given 
in  Table  24-7.34 

The  reader  will  note  that  the  amount  of  investment  required  for 
1.5  billion  people  with  a  national  income  of  $96.6  billion  is  $19.1  billion, 
with  about  80  per  cent  going  to  industry.  Of  the  approximately  20  per 
cent  of  the  income  to  be  invested,  domestic  savings  account  for  only 
$5.2  billion,  and  even  when  allowance  is  made  for  improvements  in 
savings  institutions  of  underdeveloped  countries  and  a  rise  of  savings 
with  higher  incomes,  a  deficit  of  $10  billion  remains,  which  must  come 
from  abroad.  The  $19  billion  investment  program  is  about  one-half  of 
the  United  States  net  investment,  though  this  country  is  highly  de- 
veloped and  has  but  one-tenth  the  population  of  the  underdeveloped 
areas.35 

Undoubtedly,  the  underdeveloped  countries  might  put  $10  billion  of 
foreign  investments  annually  to  good  use  and  ultimately  even  to  the 
advantage  of  the  United  States,  but  the  view  is  widely  held  that  they  are 
not  as  yet  prepared  to  use  several  billion  dollars  of  foreign  capital 
effectively.  They  need  mature  plans,  which,  in  turn,  require  a  highly 
competent  administration,  a  large  number  of  technicians,  etc.  The  Inter- 
national Bank  has  been  much  impressed  by  the  absence  of  mature  plans. 

32  Cf.  S.  E.  Harris,  Foreign  Aid  and  Our  Economy,  1950,  pp.  51-56;  also  Chap. 
19  of  this  book  on  some  reservations  concerning  industrialization  and  comparisons 
of  income. 

33  Ibid.,  pp.  38-41. 

34  United  Nations,  Measures  for  the  Economic  Development  of  Under-developed 
Countries,  p.  76. 

35  On  the  difficulties  of  mobilizing  domestic  savings  in  underdeveloped  countries, 
see  United  Nations  Economic  Commission  for  Asia  and  the  Far  East,  Mobilization 
of  Domestic  Capital:  Reports  and  Documents  of  the  Second  Working  Party  of 
Experts,  1953. 
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Before  these  countries  can  use  billions  effectively  for  an  industrialization 
or  development  program,  they  need  large  outlays  for  education,  for 
health,  for  transportation.  For  this  reason,  a  UN  group  proposed  a 
grant  program  of  $3  billion  yearly  to  finance  the  "overhead"  of  an  in- 
dustrialization program.  "We  therefore  urge  most  strongly  that  some 
mechanism  be  created  for  transferring  from  the  developed  to  the  under- 
developed countries,  by  way  of  grants-in-aid,  a  sum  of  money  which 
should  increase  rapidly,  reaching  eventually  a  level  of  about  $3  billion 
a  year."36 

Not  only  lack  of  trained  personnel  but  the  whole  pattern  of  culture 
may  be  a  deterrent  to  economic  development.37  An  advisory  committee 
to  the  Director  of  Mutual  Security  has  put  well  some  of  the  noneconomic 
issues:38 

The  limitations  on  the  rate  at  which  a  nation  or  a  dependent  area  can  achieve 
these  objectives  are  set  by  its  existing  assets,  its  customs  and  institutions,  and 
its  underlying  values  and  attitudes. 

These  limitations  may  be  lifted  if  there  can  be  obtained  from  domestic  or 
foreign  sources,  additional  capital  investment,  more  people  to  contribute  to 
production  or  greater  productivity  of  existing  people,  improved  technology, 
favorable  changes  in  customs  and  institutions,  or  favorable  changes  in  under- 
lying values  and  attitudes. 

Economic  and  technical  programs  cannot  be  limited  to  the  international 
transfer  of  capital  and  technology,  but  must  lay  stress  also  on  changes  in  cus- 
toms and  institutions  and  in  underlying  values  and  attitudes  since  such  changes 
are  often  prerequisite  to  effective  utilization  of  additional  capital  or  improved 
technology. 

Concern  for  the  customs,  institutions,  underlying  values  and  attitudes  of 
other  peoples  must  take  into  account  (a)  the  sensitivity  of  other  peoples  about 
external  interference,  (b)  the  difficulty  we  often  experience  in  making  clear 
to  the  less  developed  areas  the  mutuality  of  our  interests  and  theirs,  and  (c) 
the  severe  limits  on  our  own  understanding  of  the  values  and  attitudes,  cus- 
toms and  institutions  most  conducive  to  economic  development  of  the  kind 
serving  our  mutually  agreed  objectives. 

Although  our  technical  and  economic  aid  programs  in  Asia  and  the  overseas 
territories  elsewhere  must  give  increasing  emphasis  to  changes  in  values  and 
institutions,  it  is  essential  (a)  to  move  slowly  in  deciding  that  particular 
changes  must  be  brought  about,  (b)  to  limit  proposals  for  change  to  those 
recognized  and  supported  by  competent  and  responsible  persons  in  the  partici- 
pating country,  and  (c)  not  to  emphasize  American  initiative  in  getting  such 
changes  considered  and  promoted,  except  where  public  recognition  of  American 
support  for  particular  changes  will  itself  serve  overall  U.S.  objectives. 

36  United  Nations,  Measures  for  the  Economic  Development  of  Under-developed 
Countries,  p.  84. 

37  Cf.  ibid.,  Chap.  3;  also  cf .  Chap.  19  of  this  book  for  more  extended  treatment. 

38  Economic  Strength  for  the  Free  World:  Principles  of  a  United  States  Foreign 
Development  Program,  1953,  pp.  IV-V. 
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I  do  not  believe  that  the  underdeveloped  countries  could  absorb  even 
$7  billion  of  foreign  capital  annually  in  the  fifties.  According  to  the  UN, 
the  annual  inflow  into  the  underdeveloped  countries  in  the  twenties  was 
not  more  than  $500  million,  and  the  current  inflow,  inclusive  of  grants, 
is  nearer  $1,000  million  than  $1,500  million.  In  view  of  the  attitude  of 
the  American  people,  the  attitude  of  debtor  nations  to  private  inflows, 
the  great  shortage  of  "overhead"  capital  (e.g.,  for  public  health  and 
education ) ,  the  pressures  on  the  capital  goods  market  of  exporting  nations 
(possibly  relieved  as  recovery  advances  in  Europe  or  with  cyclical  de- 
clines), the  demands  of  the  cold  war  on  the  exporting  nations,  the  de- 
ficiencies of  trained  personnel,  the  lag  in  adequate  planning — in  view 
of  all  these,  exportation  of  capital  to  underdeveloped  countries  in  the 
1950s  at  the  rate  of  even  $5  billion  (1955  purchasing  power)  is  out  of 
the  question. 

Table  24-8.  Projected  Capital  Outflow,  Totals,  Loans,  and  Grants  for  Over- 
head, Private  Capital,  1956  to  1970 
(Exclusive  of  military  and  related  grants  by  United  States  government) 


Year 

Total,*  billions 
of  dollars 

%  of  national 
income,  United 
States,  Canada, 
Western  Europe 

Of  which  public 
loans  and  grants, 
billions  of  dollars 

Of  which  private 

capital,  billions 

of  dollars 

1956 
1957 
1960 
1970 

1.5 

2.0 

5.0 

10.0 

0.3 
0.4 
1.0 

1.5 

0.5 
1.0 
3.5 

7.0 

1.0 
1.0 

1.5 
3.0 

*  Three-quarters  of  the  total  from  the  United  States. 


The  real  issue  is  how  much  could  be  had  from  the  Western  nations 
(and  it  would  have  to  be  had  primarily  from  government)  and  could 
be  used  effectively  by  these  countries.  Dependence  primarily  on  private 
capital  is  out  of  the  question.  Foreign  opposition  is  relevant,  as  is  the 
unavailability  of  private  capital  for  this  purpose  and  the  difficulty  of  ad- 
justing private  flows  to  foreign  needs.  Surely  the  schedule  of  capital 
flows  would  depend  partly  on  economic  conditions  and  partly  on  the 
state  of  the  cold  war.  The  greater  the  unemployment,  the  larger  the  gain 
for  the  industrial  countries  but  also  the  greater  the  pressures  to  spend  at 
home  rather  than  abroad.  It  is  not  going  to  be  easy  to  get  appropriations 
from  the  United  States  government  over  and  above  about  $4  billion  to 
$5  billion  now  being  made  available  largely  for  military  aid.  But  in 
Table  24-8  is  a  schedule  which  reflects  in  1956  attitudes  of  creditor 
nations,  demands  of  the  cold  war,  economic  conditions,  and  growth 
of  absorptive  powers  of  the  underdeveloped  nations. 
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On  this  schedule,  the  average  amounts  made  available  would  be  $3-f 
billion  from  1956  to  1960  and  $7.5  billion  in  the  1960s.  Should  military 
tensions  subside  and  the  problems  of  adequacy  of  demand  haunt  the 
Western  nations,  then  the  amounts  to  be  raised  might  be  increased  (with 
some  flexibility  according  to  cyclical  conditions),  and  should  the  cold 
war  become  hotter,  the  outlays  would  have  to  rise  more  slowly.  It  should 
also  be  observed  that  the  contribution  of  foreign  countries  should  rise 
and,  in  fact,  has  been  rising  in  recent  years.39 

In  his  interesting  book,  Mr.  Myrdal  objects  to  the  abuse  of  foreign 
aid,  especially  the  confused  mixing  of  loans  and  grants.  He  would  find 
ways  of  increasing  the  loans  and  provide  for  increased  contributions  by 
Western  nations  other  than  the  United  States.  Myrdal  is  especially 
critical  of  the  Western  nations  for  having  failed  to  assume  the  respon- 
sibility for  providing  the  underdeveloped  nations  with  adequate  capital. 
In  so  far  as  capital  comes  in,  then  it  becomes  easier  to  bypass  the  stagna- 
tion phase  in  underdeveloped  areas  and  introduce  the  required  external 
economies,  and  the  need  for  protectionism  would  be  correspondingly 
reduced.40 

Problems  of  Financing 

Presumably  a  large  part  of  the  funds  made  available  would  be  as 
grants,  not  loans.  However,  should  the  lending  governments  insist  upon 
loans,  either  public  or  private,  then  it  would  be  important  that  the  rate 
of  interest  be  kept  down  and,  if  amortization  is  required,  that  the  period 
of  amortization  of  public  loans  be  extended  over  a  long  period.  The  Ad- 
visory Committee  of  the  MSA  suggested  amortization  in  fifty  to  sixty 
years  and  delays  in  repayments  for  an  initial  period  and  rightly  pointed 
out  that  repayment  other  than  for  individual  projects  was  not  required.41 
Whatever  the  appropriate  policy  for  individual  loans,  the  case  for  over- 
all amortization  of  loans  by  any  one  country  is  weak.  Just  as  the  total 
debt  and  capital  of  this  country  have  grown  over  long  periods  of  time, 
so  foreign  capital  and  debts  might  be  expected  to  grow. 

Dr.  Hinshaw  has  estimated  the  amount  of  new  financing  required  to 
maintain  $1  billion  in  excess  of  exports.  The  effects  of  higher  rates  of 
interest  and  amortization  are  evident.42 

New  financing  required  to 
maintain  $1  billion  excess 
Conditions  of  loan  of  exports 

2  per  cent  loan  without  amortization $1 .  64  billion  1  . 

2  per  cent  loan  and  20-year  amortization 4.41  billion]  y 

8  per  cent  loan  without  amortization 46 . 9  billion  in  50  years 

39  See  United  Nations,  The  International  Flow  of  Private  Capital,  1946  to  1952,  p.  8 

40  G.  Myrdal,  The  International  Economy,  1956,  chaps.  8  and  19. 

41  Economic  Strength  for  the  Free  World,  1953,  p.  31. 

42  S.  E.  Harris,  Foreign  Aid  and  Our  Economy,  p.  44. 
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On  the  assumption  that  $6.8  billion  be  made  available  annually  in  the 
fifties,  $7.6  billion  in  the  years  1960  to  1974,  and  $8.2  billion  in  the 
years  1975  to  1999  and  assuming43  ( 1 )  that  all  the  investments  shown  in 
the  last  table  were  supplied  by  foreign  investment,  ( 2 )  that  amortization 
at  3  per  cent  a  year  of  the  original  amount  started  ten  years  after  each 
loan  was  granted,  and  (3)  that  interest  was  charged  at  3  per  cent  a 
year  from  the  beginning,  the  total  foreign  investment,  the  amount  re- 
maining unpaid,  and  the  cost  for  debt  service  as  compared  with  incomes 
would  run  as  shown  in  Table  24-9  in  1960,  1975,  and  2000.  (These  fig- 

Table  24-9.  Estimated  Debt  Service  and  National  Income,  Underdeveloped 
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1960 

68 

68 

6 

2.04 

0.18 

2.22 

124 

1.8 

1975 

182 

146 

70 

4.38 

2.10 

6.48 

200 

3.2 

2000 

387 

213 

131 

6.39 

3.93 

10.32 

372 

2.8 

ures  are  hypothetical  and  do  not  suggest  foreign  investments  of  these 
proportions,  but  they  point  to  the  practicability  of  financing  on  the  as- 
sumptions of  a  large  program  and  substantial  growth. ) 

It  is  to  be  observed  that  even  with  a  3  per  cent  rate  on  loans,  amor- 
tization over  a  period  of  forty-three  years  for  each  loan,  and  relatively 
large  flows  of  capital  abroad,  the  charge  on  the  income  of  underdevel- 
oped countries  would  rise  to  about  3  per  cent  and  by  the  year  2000  the 
balance  of  imports  due  the  United  States  would  be  $2.1  billion  ($8.2 
billion  of  new  loans  and  $10.3  billion  of  debt  service).  This  projection 
holds  on  the  basis  of  various  assumptions  of  growth,  of  relative  peace, 
of  wise  investment  policy,  etc.,  which  may  not  be  realized.  Should  the 
national  income  of  this  country  rise  to  $900  billion  by  the  year  2000,  as 
President  Truman  estimated  (a  lower  rate  of  growth  than  in  the  past), 
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the  excess  of  imports  on  account  of  this  vast  lending  program  would  be 
but  %0  of  1  per  cent  of  our  national  income. 
Walter  Salant  wrote  as  follows:44 

...  let  us  assume  that  next  year  we  invest  five  billion  dollars  abroad  at  an 
average  return  of  4  per  cent  a  year.  To  avoid  developing  an  import  surplus, 
our  net  foreign  investment  would  have  to  increase  by  4  per  cent  a  year.  It 
would  reach  about  $35  billion  a  year  by  the  end  of  the  century.  However,  if 
gross  national  product  in  money  terms  increased  in  the  next  50  years  at  the 
same  rate  that  Kuznets  estimates  a  real  national  product  rose  from  the  decade 
of  the  1870's  to  the  1920's,  it  would  reach  about  2  trillion  dollars  in  1948 
prices  by  the  end  of  the  century.  On  that  assumption,  the  $35  billion  of  net 
investment  would  be  only  1%  per  cent  of  the  gross  national  product. 

Conclusion 

On  the  basis  of  British  experience  or  even  our  experience  in  the  twen- 
ties, private-capital  exports  have  been  at  a  very  low  level  in  the  postwar 
period.  For  various  reasons,  it  is  not  to  be  expected  that  the  British  rate 
of  capital  exports  would  be  appropriate  for  the  United  States  in  the 
fifties  or  sixties,  but  a  higher  rate  than  the  present  one  is  essential, 
though  serious  obstacles  preclude  a  large  rise  in  the  near  future. 

The  genuine  problem  is  how  much  will  be  exported  through  private 
loans  and  through  public  grants  and  loans.  The  last  two  have  played  a 
much  larger  part  than  private  loans  in  the  postwar  period  and  are 
likely  to  continue  to  be  much  more  important.  How  much  capital  will 
go  abroad  in  the  next  generation  will  depend  upon  the  proportions  be- 
tween loans  and  grants  and  between  public  and  private  loans,  as  well 
as  the  rates  of  amortization  and  the  level  of  interest  charges,  and  upon 
our  long-range  commercial  policy.  It  will  be  necessary  to  depend  heavily 
upon  public  loans  and  grants  in  part  because  of  the  hostility  of  under- 
developed governments  to  private  loans,  in  part  because  of  the  need  for 
large  "overhead"  investments  in  which  private  capital  is  not  interested, 
and  in  part  because  the  appropriate  flow  can  be  determined  primarily 
only  by  public  authority.  Difficult  problems  arise  in  determining  the 
extent  to  which  the  flow  and  conditions  should  be  determined  by  an 
international  authority  rather  than  by  the  countries  providing  the  funds. 

In  view  of  the  attitude  of  the  American  people  and  government,  of 
the  problems  of  need  and  capacity  to  absorb  capital  by  underdeveloped 
nations,  and  of  the  pressures  associated  with  the  cold  war,  I  suggest 
as  a  sort  of  rough  program  a  capital  outflow  (exclusive  of  military 
grants)  which  would  rise  from  $1.5  billion  in  1956  to  $5  billion  in  1960 
and  $10  billion  in  1970,  or  from  0.3  to  1.5  per  cent  of  the  income  of  this 
country,  Canada,  and  Western  Europe  from  1956  to  1970.  Public  funds 

u  Ibid.,  p.  45. 
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would  account  for  one-third  of  the  total  in  1956,  and  private  capital,  two- 
thirds;  by  1970,  the  respective  proportions  would  be  seven-tenths  and 
three-tenths,  respectively. 

The  solution  of  the  dollar-shortage  problem  (of  underdeveloped 
countries  and  indirectly  of  Western  Europe  through  increased  sales  by 
Europe  to  these  countries),  of  the  problems  of  deficiency  of  demand 
that  may  arise  in  the  Western  countries  in  the  future,  of  the  important 
political  and  economic  problems  associated  with  distress  in  the  under- 
developed countries,  of  the  provisioning  of  required  supplies  of  raw 
materials  and  food  for  this  country — these  are  the  problems  to  be  solved 
by  an  adequate  lending  and  grant  program.  But  obviously  the  amounts 
and  timing  of  capital  flows  will  have  to  be  integrated  to  serve  the  var- 
ious objectives. 

Problems  of  financing  are  not  to  be  dismissed  too  lightly,  but  much 
depends  on  the  period  of  amortization  and  the  rate  of  interest  charged 
(if  any).  Furthermore,  the  increasing  part  played  by  direct  loans  means 
that  the  United  States  corporations  operating  abroad  seek  to  penetrate 
the  United  States  market  through  sales  of  their  products  and  thus  help 
solve  the  transfer  problem. 

In  this  chapter,  I  have  not  discussed  some  issues  reserved  for  con- 
sideration in  earlier  chapters  on  balance  of  payments,  economic  devel- 
opment, and  institutions.45  There  the  relevance  of  marginal  propensity 
to  import  and  consume;  the  allocation  of  resources  and  price  movements 
among  export,  import-competing,  and  domestic  industries  associated 
with  capital  movements;  the  rate  at  which  capital  inflow  rises  or  de- 
clines; the  relation  of  trade  to  capital  imports — the  relevance  of  these 
variables  for  the  transfer  problems  involved  in  capital  imports  is  con- 
sidered. Again  one  will  find  there  a  discussion  of  the  reasons  for  lim- 
ited help  to  underdeveloped  countries  by  the  International  Bank  for  Re- 
construction and  Development.  Many  of  the  theoretical  issues  raised  for 
the  theory  of  international  trade  by  economic  development  are  con- 
sidered elsewhere,  e.g.,  the  relevance  of  comparative  costs  and  employ- 
ment. 

It  is  scarcely  necessary  to  remind  the  reader  that  the  foreign-aid  pro- 
gram is  tied  to  the  dollar  program  as  one  approach  to  its  solution  but 
one  which  must  be  related  to  import  and  export  policy.  In  a  sense,  in- 
creased foreign  loans  or  aid,  increased  imports,  or  reduced  exports  by 
the  United  States  are  alternative  solutions,  though  in  detail  one  attack 
may  achieve  results  that  another  fails  to  achieve.  It  should  not  be  ex- 
pected, whatever  the  global  effects  on  dollar  shortage,  that  each  coun- 
try's dollar  account  would  be  equally  improved  by  an  equal  dollar  con- 

45  See  Chaps.  8,  18,  19. 
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tribution  by  any  of  the  three  alternative  policies  open  to  the  United 
States. 

I  should  perhaps  conclude  with  a  few  words  of  criticism  of  the  Amer- 
ican aid  program.  Perhaps  the  authorities  sometimes  went  too  far  in 
using  aid  as  a  means  of  achieving  political  objectives,  the  result  then  be- 
ing a  reduction  of  political  gains.  For  example,  the  attempts  to  introduce 
or  strengthen  the  private-enterprise  system  abroad  in  countries  which 
were  in  no  position  to  digest  it  frequently  was  harmful.  Again,  the  ex- 
cessive tying  of  the  programs  to  the  special  interests  of  particular  ex- 
porting groups,  e.g.,  the  farmers,  the  coal  miners,  the  shipping  interests, 
often  aroused  hostility  and,  of  course,  resulted  in  a  confusion  of  the 
extent  to  which  the  program  was  one  of  helping  foreign  countries  or 
special  interests  of  this  country.  (The  program  of  the  Export-Import 
Bank  is  particularly  vulnerable  here.)  The  failure  to  integrate  military 
and  economic  aid  and  the  tying  of  aid  to  dollar  deficits  tended  to  re- 
sult in  malallocation  of  aid,  for  incentives  to  improve  the  dollar  position 
were  dulled.  Finally,  there  has  been  much  waste:  "...  when  we  draft 
a  soldier,  ship  him  to  Europe,  and  then  employ  him  full  or  part-time 
in  the  most  ordinary  of  housekeeping  duties,  we  are  wasting  some 
$5,000  annually  in  each  such  case."46 

Point  Four  was  a  program  proposed  by  the  President  in  the  early 
period  of  the  recovery  program  for  Europe.  It  was  an  attempt  to  "aid 
the  efforts  of  the  peoples  of  economically  underdeveloped  areas  to  de- 
velop their  resources  and  improve  their  working  and  living  conditions 
by  encouraging  the  exchange  of  technical  knowledge  and  skills  and 
the  flow  of  investment.  ..." 

But  as  the  government  became  increasingly  conscious  of  the  wide- 
spread desire  to  economize  on  aid,  the  emphasis  was  put  increasingly 
upon  technical  assistance  and  less  upon  aid.  Thus,  in  June,  1954,  the 
President  said:  "...  they  should  provide  experts  and  know-how  rather 
than  large  amounts  of  funds  or  goods,  although  they  should  not  be  al- 
lowed to  fail  due  to  lack  of  necessary  teaching  and  demonstration 
equipment."47  Hence  in  a  period  of  five  years  only  $488  million  was 
appropriated  for  technical  assistance. 

46  See  especially  W.  A.  Brown  and  R.  Opie,  American  Foreign  Assistance,  1953, 
especially  chap.  21;  S.  E.  Harris,  The  European  Recovery  Program,  1948,  chap.  7 
and  introductory  and  concluding  remarks;  Study  of  the  Financial  Aspects  of  Inter- 
national Trade  and  the  Export-Import  Bank  and  World  Bank,  1954,  pp.  11-13; 
Report  on  European  Mission  to  Senate,  1955,  pp.  26-27,  42—43. 

17  For  the  evolution  of  the  program  see  especially  Senate  Committee  on  Foreign 
Relations  on  Development  of  Technical  Programs,  Background  Information  and 
Documents,  1954. 


CHAPTER  25 

Exchange  Rates  and  Dollar  Shortage 


This  chapter  is  largely  concerned  with  the  repercussions  of  depre- 
ciation in  the  thirties  and  after  World  War  II  upon  prices,  exports,  im- 
ports, employment  and  output,  reserves  and  dollar  shortage.  It  includes 
a  brief  discussion  of  multiple  rates.  In  earlier  chapters,  we  discussed  the 
following  subjects:  the  relation  of  excess  issues  of  currency  to  exchange 
rates  (Chapters  9  and  11),  the  relative  effectiveness  of  exchange  depre- 
ciation and  other  restrictive  weapons  on  trade  (Chapter  17),  and  the 
theory  of  the  relation  of  exchange  depreciation  to  output,  prices,  and 
external  balance  (Chapter  11).  In  the  earlier  chapters,  the  manner  of 
reconciling  the  objectives  of  internal  and  external  balance,  the  choice  of 
restrictive  policies  among  exchange  depreciation  and  other  measures, 
and  the  relevance  of  price  and  income  adjustments  in  the  analysis  of 
devaluations  also  were  discussed. 

Effectiveness  of  Flexible  Exchanges 

In  the  Freeman  on  December  14,  1953,  Professor  Milton  Friedman, 
of  the  University  of  Chicago,  wrote  as  follows: 

Yet  its  [dollar  shortage]  fundamental  cause  and  cure  are  alike  simple:  the 
dollar  shortage  is  a  result  of  governmentally  controlled  and  rigid  exchange 
rates;  if  exchange  rates  were  freed  from  control  and  allowed  to  find  their 
own  levels  in  a  free  market,  as  the  Canadian  dollar  now  does,  the  dollar 
shortage  would  evaporate  overnight.  .  .  . 

Friedman  is  not  alone  in  taking  this  position.  In  the  years  of  the  Mar- 
shall Plan  great  pressure  was  put  upon  European  countries  to  introduce 
realistic  exchange  rates,  by  which  was  meant  a  reduced  external  value 
for  their  currencies  consistent  with  an  equilibrium  in  their  balance  of 
payments.  In  fact,  the  British  devaluation  of  September,  1949,  was  un- 
dertaken in  part  as  a  result  of  pressure  from  this  country.  Obviously,  if 
a  country  could  balance  its  accounts  by  introducing  realistic  exchange 
rates,  then  foreign  aid  would  not  be  necessary.  The  reason  for  pressing 
foreign  authorities  to  correct  their  exchange  rates  is  obvious.  In  fact, 
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the  International  Monetary  Fund  operates  on  the  same  principle.  The 
Fund  may  suggest  to  countries  borrowing  from  the  Fund  that  a  more 
realistic  exchange  rate  may  avert  further  drains  of  the  Fund's  resources. 

It  is  rather  interesting  that  the  same  claims  for  exchange  flexibility 
are  being  made  now  that  used  to  be  made  for  the  gold  standard:  A  loss 
of  gold  brings  its  own  correction,  it  was  said,  through  reductions  in 
costs,  in  prices  (and  latterly  in  incomes),  in  higher  rates  and  capital 
flows,  in  increased  exports  and  reduced  imports.  But  it  is  generally  rec- 
ognized now  that  the  correctives  are  not  forthcoming  under  gold.  It  is 
the  theme  of  this  chapter  that  even  flexible  exchange  rates  will  not  solve 
the  dollar  problem,  though,  as  I  contend  in  the  chapter  on  convertibility, 
recourse  to  floating  (as  against  flexible  exchanges)  would  ease  the 
transition  to  convertibility. 

In  a  book  published  in  1936  (Exchange  Depreciation),  I  contended 
that  exchange  flexibility  not  only  was  a  sine  qua  non  for  an  approach  to- 
ward international  equilibrium  for  European  countries  but  also  was  a 
condition  for  freedom  from  the  restrictionist  monetary  policies  which 
were  strangling  domestic  economies. 

It  is  well  to  distinguish  between  the  use  of  exchange  flexibility  in  the 
Great  Depression  and  its  use  in  the  postwar  period.  In  the  earlier  pe- 
riod, there  was  a  great  reservoir  of  unused  resources  which  could  be  the 
source  of  a  higher  national  income.  Indeed,  exchange  depreciation 
would  tend  to  cut  imports  and  raise  exports  and  thus  reduce  the  supply 
of  goods  accruing  to  the  countries  indulging  in  these  unorthodox  poli- 
cies. But  the  argument  in  Exchange  Depreciation  was  that  incomes 
would  rise  because  of  the  resultant  rise  of  monetary  supplies  (possible 
once  the  requirement  of  conversion  of  money  into  gold  at  fixed  price 
was  abandoned),  because  of  freer  fiscal  policies,  higher  prices,  and  ac- 
companying gain  of  output.  Furthermore,  a  reduction  of  imports  and 
a  rise  of  exports  would  tend  to  raise  prices  as  would  secondary  effects 
of  an  increase  of  exports  vis-a-vis  imports.  But  with  much  unemploy- 
ment, the  rise  of  exports  and  reduced  imports  would  not  mean  a  corre- 
sponding cut  in  supplies;  output  would  rise. 

In  the  Great  Depression,  it  was  also  assumed  that  countries  indulging 
in  a  policy  of  exchange  depreciation  would  improve  their  competitive 
position  because  costs  and  prices  at  home  would  not  rise  so  much  rel- 
ative to  costs  and  prices  abroad  as  world  currencies  would  rise  in  price 
in  terms  of  their  currencies.  That  this  is  exactly  what  happened  in  the 
thirties  is  evident  from  Table  25- 1.1 

This  table  shows  that  even  after  four  years  of  depreciation  the  cost 
of  living  and  wages  of  eight  to  eleven  countries  had  adjusted  not  at 
all  to  the  reduced  external  value  of  the  currency  and  that  after  three 

1  S.  E.  Harris,  Exchange  Depreciation,  1936,  p.  69. 
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Table  25-1.   Percentage  Adjustment  to  Exchange  Depreciation  of  Wholesale 
Prices,  Wages,   Cost  of  Living,  and  Import  and  Export  Prices 


Index  used 


Wholesale  prices  %. 
Wholesale  prices  §. 
Cost  of  living  § .  .  . 

Wages  § 

Import  prices§ .  •  • 
Export  prices!  •  •  • 


No.  of 
countries 


9 

11 
11 

11 


Amount  of  average  adjustment  up 
to  and  including  year* 


It 


+25 

+8 

-4 

+  1 

+68 

+60 


II 


+32 

+23 
+2 
+2 

+50 

+37 


III 


+40 

+28 

0 

-2 

+56 

+37 


IV 


+42 

+36 

-1 

-4 


*  Note  that  these  figures  are  the  quotients  of  the  percentage  change  in  the 

Country  X  index  ,  .  ,    . 

French  index     (of  prIOes'  WageS>  <*°-> 

divided  by  the  index  of  price  of  francs,  where  negative  adjustments  occur,  and  divided 
by  the  percentage  change  in  the  index  of  the  price  of  gold  (francs)  in  the  case  of  posi- 
tive adjustments.  It  is  thus  possible  to  allow  for  all  adjustments,  whether  positive  or 
negative,  without  giving  undue  weight  to  negative  adjustments  (see  text  for  fuller 
explanation). 

1 1  is  the  first  year  (calendar)  of  depreciation. 

J  Compared  with  average  of  five  gold-standard  countries. 

§  Compared  with  data  for  France. 

sources:  Wage  indexes:  International  Statistical  Yearbook,  1934-1935,  p.  76. 
Wholesale  prices:  Bank  of  England  Statistical  Summary,  March,  1935,  and  October, 
1932,  and  Statistisches  Jahrbuch  der  Schweiz.  Import  and  export  prices:  Review  of 
World  Trade,  1934.  Cost  of  living:  Wirtschaft  und  Statistik,  periodically. 

years  relative  export  prices  in  countries  with  depreciation  had  risen  rel- 
ative to  prices  in  gold  countries  only  37  per  cent  as  much  as  the  for- 
eign (gold)  currencies  had  risen  in  price.  In  other  words,  exports  had 
become  much  cheaper  for  the  foreigner  and  sales  much  more  profit- 
able for  the  exporters  of  countries  depreciating  their  currency,  for  ex- 
port prices  in  the  domestic  currencies  of  the  depreciating  countries  had 
risen  and  costs  had  responded  scarcely  at  all. 

In  the  postwar  period,  conditions  have  been  different.  With  employ- 
ment high,  the  major  effect  of  depreciation  was  likely  to  be  a  reduced 
supply  of  goods  resulting  from  a  contraction  of  imports  and  expansion 
of  exports.  (Actually  with  close  scrutiny  of  imports,  the  effects  of  de- 
preciation on  imports  has  not  been  great,  for  the  volume  of  imports  has 
largely  been  determined  by  other  considerations.  That  is  to  say,  restric- 
tive practices,  inclusive  of  exchange  control,  brought  imports  down  to 
a  level  consistent  with  national  policy,  and  hence  the  incidence  of  de- 
preciation  on   imports   was   limited.)    What   is   more,   at   a   high   level 
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of  employment  there  was  the  danger  that  costs  (and  hence  prices)  at 
home  would  quickly  adjust  to  the  foreign  value  of  the  currency.  Con- 
tinued gains  of  trade  unionism  and  a  greater  awareness  of  the  relation 
of  prices  and  wages  help  to  explain  a  quicker  response  and  closer  re- 
lation of  price  and  wage  movements  to  exchange  movements  than 
twenty  years  ago.  With  high  employment,  the  offsetting  effect  (to  losses 
through  reduced  imports  and  more  exports)  of  increased  supplies,  it 
might  be  expected,  would  not  weigh  nearly  so  heavily  as  in  the  thir- 
ties, when  output  might  rise  greatly  in  response  to  depreciation.  As  ex- 
ports rise  and  imports  fall,  less  goods  are  available  and  hence  prices 
tend  to  rise.  As  imports  cost  more  in  domestic  currencies  and  exports 
are  worth  more  in  domestic  currencies,  the  effects  on  domestic  prices 
are  inflationary,  particularly  with  modern  monetary  elasticity,  the  preva- 
lence of  budgetary  deficits  providing  part  of  the  base  for  additional 
monetary  supplies. 

The  immediate  response  to  depreciation  of  1949  was  a  drop  in  the 
dollar  price  of  many  British  commodities.  According  to  The  New  York 
Times  "sellers  of  Dunhill  pipes  announced  an  immediate  reduction  of 
30%  in  dollar  prices;  a  large  seller  of  English  books,  a  cut  of  10  to  20%; 
the  sellers  of  the  Hillman  Minx  British  car,  a  drop  of  20%;  those  of 
higher  priced  cars,  20%  generally;  and  sellers  of  other  cars,  15%  to  20%." 
But  it  is  well  to  point  out  that  in  the  longer  pull  if  the  British  are 
confronted  with  a  loss  of,  say,  $3  billion  of  goods  through  increased 
exports  and  reduced  imports  following  a  depreciation  (not  offset  by  a 
rise  of  output),  then  through  monetary  and  fiscal  policies  the  British 
should  be  induced  to  cut  domestic  consumption  and  investment  by  a 
corresponding  amount.  In  so  far  as  this  is  not  achieved,  the  gains  of  de- 
preciation are  lost.2 

In  short,  the  gains  of  devaluation  in  the  postwar  period  were  not 
likely  to  be  so  great  as  in  the  thirties.  Large  unemployed  resources  and 
the  absence  of  inflationary  pressures  point  to  larger  gains  in  the  earlier 
period.  Depreciation  was  an  antidepression  as  well  as  a  balance-of-pay- 
ments  medicine  in  the  early  thirties  but  only  a  balance-of-payments 
tool  in  recent  years — and  in  an  inflationary  milieu.  I  do  not,  as  Harrod 
says  in  a  provocative  article,  agree  that  "in  the  old  days  devaluation  was 
regarded  as  a  form  of  currency  debauchery;  this  was  a  healthy  view  of 
it."3 

In  the  post- World  War  II  period  there  were  large  inflationary  pres- 
sures. Exchange  depreciation  could  not  adequately  treat  these,  and  in 

2  S.  E.  Harris,  "Devaluation  of  the  Pound  Sterling,"  Harvard  Business  Review, 
1949,  pp.  784-785. 

3  R  F.  Harrod,  "Imbalance  of  International  Payments,"  International  Monetary 
Fund  Staff  Papers,  April,  1953,  p.  25. 
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fact,  these  tendencies  would  reduce  the  advantage  of  depreciation  di- 
rected toward  an  improvement  of  the  competitive  position.  Again, 
though  any  gains  of  competitive  position  might  balance  to  some  extent 
losses  resulting  from  structural  maladjustments,  these  gains  could  not 
be  held  to  be  substitutes  for  reallocation  of  factors  of  production. 

The  Overvaluation  of  the  Pound  Sterling 

In  this  discussion,  I  shall  concentrate  largely  on  the  pound  sterling, 
in  part  because  of  the  interest  in  the  British  devaluation,  which  reduced 
the  value  of  the  pound  sterling  in  September,  1949,  from  $4.02  to  $2.80, 
or  30  per  cent.  Other  pound-sterling  countries  followed  the  pound  ster- 
ling downward  though  not  all  depreciated  as  much.  A  great  many  non- 
sterling  countries  also  depreciated  in  1949-1950,  the  continental  non- 
sterling  countries  reacting  in  various  ways:  Italy  and  Switzerland  did 
not  depreciate  at  all,  and  in  the  Netherlands  depreciation  was  roughly 
equal  to  the  British.  There  were  differences  among  sterling  countries: 
Australian  and  South  African  movements  were  sympathetic  with  the 
British,  but  India's  exchange  declined  only  by  10  per  cent  and  New 
Zealand's  by  25  per  cent  ( all  in  terms  of  dollars ) . 

By  an  overvalued  currency  here,  we  mean  an  external  value  (and 
especially  relative  to  an  earlier  period),  which  suggests  that  a  country's 
exports  have  become  less  competitive,  that  is,  they  are  more  expensive 
vis-a-vis  prices  of  competitors  as  compared  with  an  earlier  period.  It 
should  be  noted  that  the  deviation  of  exchange  rates  from  an  equilib- 
rium level  may  be  the  result  of  monetary  or  real  factors.  When  the 
deviation  is  mainly  caused  by  the  latter  (e.g.,  loss  of  markets  abroad 
because  of  the  emergence  of  new  industrial  nations ),  the  problem  of  cor- 
recting an  overvaluation  through  changes  in  exchange  rates  may  be- 
come formidable.  The  resultant  loss  of  exports  ( and  incidentally  the  rise 
of  imports,  since  foreign  currencies  are  cheap)  accompanying  an  over- 
valued exchange  brings  losses  of  reserves  or  the  imposition  of  abnormal 
restraints  on  trade  (e.g.,  exchange  control  and  quotas)  or  may  bring 
even  unemployment.4 

I  need  scarcely  say  here  that  this  is  a  simplified  definition  of  overvalua- 
tion. Elsewhere  I  have  noted  many  of  the  reservations,  and  some  will 
be  given  here  as  we  go  along.5  In  fact,  if  the  contention  of  this  chapter 
— that  at  no  value  of  a  currency  will  there  be  equilibrium — is  correct, 
then  the  concept  of  over-  and  undervaluation  has  a  special  meaning.  A 
lower  or  a  higher  rate  may  reduce  the  deficit  on  international  account 

4  All  figures,  unless  otherwise  noted,  are  the  author's  calculations  based  on  sta- 
tistics in  International  Monetary  Fund,  International  Financial  Statistics. 

5  Exploration  in  Economics,  Notes  and  Essays,  Contributed  in  Honor  of  F.  W. 
Taussig,  1936,  pp.  35-36;  Exchange  Depreciation,  chap.  2;  The  European  Recovery 
Program;  Foreign  Economic  Problems  of  the  United  States, 
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"but  will  not  eliminate  it.  Surely,  at  no  rate  could  the  Iraanrc  have  brought 
a  balancing -of  accounts  in  the  early  postwar  period. 

Qosty  Price ,and  Exchanges,  1937  to  1952 

First,  let  m  consider  the  'developments  from  1937  to  1952  (the 
Tpound"  refers  to  the  United  Kingdom  pound  sterling  throughout,  and 
the  ''dollar"  to  the  United  States  dollar ) : 

a.  Exchange  Movements  and  Wholesale  Prices.  The  pound  in  1952 
purchased  ( on  the  basis  of  the  wholesale  price  index )  one-third  as  much 
as  in  1937. 

The  dollar  purchased  one-half  as  much  in  1952  as  in  1937. 

Hence  on  the  basis  of  wholesale  price  movements,  the  pound  in  1952 
was  worth  two-thirds  as  much  as  the  dollar  vis-a-vis  1937. 

But  the  pound  purchased  56  per  cent  as  much  in  dollars  as  in  1937. 

Hence,  on  this  basis  the  pound  was  undervalued  (cheap)  in  1952. 
Against  a  67  per  cent  relative  value  in  the  command  over  wholesale 
commodities,  the  pound  had  fallen  to  56  per  cent  of  its  value  in  dollars. 
An  American  buyer  could,  therefore,  purchase  British  goods  at  a  bar- 
gain: his  dollar  gained  more  in  purchasing  pounds  than  it  lost  in  value 
relatively  in  purchasing  British  goods.  This  argument  assumes  that 
wholesale  prices  are  a  good  measure  of  the  prices  of  export  commodities. 

b.  Exchanges  and  Wage  Rates.  But  what  is  the  relation  of  pounds 
and  dollars  in  the  purchase  of  labor,  the  most  important  cost? 

In  labor,  pounds  =  45  per  cent  of  the  1937  value,  and  dollars  =  37 
per  cent  of  the  1937  value. 

Hence,  in  1952,  the  pound  buys  122  per  cent  as  much  in  labor  rela- 
tive to  the  dollar-pound  purchasing  power  of  labor  in  1937. 

However,  not  only  is  the  pound  more  valuable  in  purchasing  labor, 
but  the  pound  is  cheaper  in  dollars.  In  fact,  the  dollar  purchases  83  per 
cent  more  in  pounds  (the  equivalent  of  a  44  per  cent  drop  in  the  dollar 
value  of  the  pound).  Hence,  with  each  dollar  buying  83  per  cent  more 
in  pounds  and  each  pound  purchasing  22  per  cent  more  in  labor  (rela- 
tive to  the  United  States  and  relative  to  1937),  the  dollar  buys  101 
per  cent  more  labor  in  1952  in  the  United  Kingdom  than  in  1937 — again, 
relative  to  the  United  States-United  Kingdom  situation  in  1937. 

Here  is  a  great  advantage  for  the  United  Kingdom.  One  can  draw 
the  conclusion  that  the  British  have  achieved  a  great  competitive  ad- 
vantage in  keeping  their  wage  rise  down  and  allowing  the  pound  to 
depreciate  in  dollars.  One  might  assume  that  there  would  be  no  dollar 
problem  at  all  under  these  conditions. 

In  these  fifteen  years,  British  real  wages  changed  very  little  (wages 
up  to  222  per  cent  of  1937  and  the  cost  of  living  221  per  cent).  In  the 
United  States,  the  respective  figures  were  270  and  183,  or  a  rise  of  real 


442  Some  Aspects  of  Adjustment  in  the  Postwar  Period 

wages  of  50  per  cent.  These  differences  confirm  a  tendency  of  money 
wages  to  rise  much  more  than  in  the  United  Kingdom,  but  they  also 
reflect  a  large  rise  of  productivity  in  the  United  States  not  shared  by  the 
British.  (In  all  these  calculations,  I  leave  out  of  account  the  effects  of 
taxation  on  "real"  wages  except  in  so  far  as  additional  taxes  are  re- 
flected in  prices.) 

That  there  still  remains  a  dollar  problem  must  be  explained  by  all 
or  some  of  the  following: 

1.  A  much  larger  rise  in  productivity  in  the  United  States  is  an  impor- 
tant factor. 

2.  The  wage  figures  relate  to  manufacturing,  but  manufacturing  costs 
are  much  less  than  one-half  of  total  costs  of  the  final  product,  especially 
when  purchased  abroad.  Hence  the  gains  in  reduced  relative  wage  costs 
in  the  United  Kingdom  may  be  less  for  all  wages  than  for  manufac- 
turing. This  is  aside  from  the  fact  that  all  costs  are  not  labor  costs. 

3.  The  comparison  may  be  misleading  because  of  changes  in  the 
structure  of  employment.  For  example,  it  is  possible  that  in  this  country 
the  shift  has  been  largely  into  more  productive  industries,  and  hence  the 
gains  of  productivity  may  be  even  larger  than  might  be  suggested  by  a 
study  of  productivity  on  the  basis  of  the  employment  pattern  of  the 
prewar  period. 

4.  The  strain  on  the  British  balance  of  payments  related  to  the  de- 
structive effects  of  war  inclusive  of  run-down  plant,  loss  of  invisible  in- 
come, loss  of  markets,  the  heavy  incidence  of  higher  raw-material  prices, 
etc.,  may  mean  that  despite  the  improved  competitive  position  of  the 
pound  sterling  vis-a-vis  unit  costs  as  measured  by  wages,  the  situation 
is  still  serious.  As  a  result  of  these  untoward  factors,  the  normal  price 
relationship  (here  measured  on  a  1937  base)  has  been  disturbed,  and 
though  compared  with  1937  wage  rates  and  foreign  exchanges  the  Brit- 
ish cost  position  seems  greatly  improved,  actually  a  comparison  with  the 
reduced  cost  and  price  situation  reflecting  the  deteriorated  "normal" 
British  position  would  show  a  much  lower  base  price  (and  cost)  than 
the  1937  one.  Then  (on  the  basis  of  a  lower  normal  base)  British  costs 
would  seem  higher  than  in  relation  to  the  actual  normal  base  of  1937. 

In  this  connection,  we  should  note  that  the  competitive  gain  of  Great 
Britain  as  measured  by  wholesale  prices  is  much  less  than  as  measured 
by  wage  and  exchange  movements.  Recall  that  the  pound  buys  67  per 
cent  as  much  goods  vis-a-vis  the  dollar  but  of  dollars  only  56  per  cent. 
If  the  comparison  is  made  of  export  price  movements,  the  striking  result 
is  reached  that  the  United  Kingdom  gained  not  at  all,  for  her  export 
prices  rose  by  244  per  cent,  whereas  United  States  export  prices  rose 
by  but  96  per  cent.  The  relative  drop  of  the  pound  in  relation  to  these 
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prices  was  43  per  cent,  exactly  equal  to  that  in  relation  to  the  dollar. 
Somehow  the  large  relative  gain  in  command  over  labor  of  the  pound 
was  not  transmitted  to  one  over  exports.  Again,  I  must  warn  the  reader 
that  these  results  are  subject  to  some  reservations;  for  example,  the  struc- 
ture of  export  trade  changed  to  some  extent. 

The  Devaluation  of  1949 

Second,  we  examine  the  price  and  cost  movements  of  the  years  1948 
to  1952.  (The  pound  devaluation  occurred  in  September,  1949.)  Was 
it  a  successful  devaluation? 

In  wholesale  prices,  the  gains  of  a  30  per  cent  devaluation  had  largely 
disappeared  by  1952;  prices  in  the  United  Kingdom  were  up  by  49  per 
cent;  in  the  United  States,  by  7  per  cent.  Hence  the  pound  purchased 
relatively  only  74  per  cent  as  much  as  in  1948.  With  the  pound  pur- 
chasing 70  per  cent  as  much  in  dollars  as  in  1948,  the  cheapening  of 
British  goods  for  purchasers  in  dollar  countries  was  small  indeed. 

In  export  prices,  the  British  position  had  improved  somewhat.  These 
prices  had  risen  by  but  31  per  cent  in  the  United  Kingdom  and  2  per 
cent  in  the  United  States.  The  pound  had  fallen  by  but  23  per  cent  rel- 
atively in  export  commodities  and  30  per  cent  in  the  cost  of  dollars. 

In  costs  as  measured  by  wages,  there  was  still  a  substantial  gain.  In 
fact,  weekly  wages  in  the  United  Kingdom  had  risen  but  22  per  cent,  or 
half  of  the  43  per  cent  rise  commensurate  with  a  30  per  cent  depreciation 
of  the  pound  sterling.  United  States  hourly  wages  had  risen  even  more: 
by  24  per  cent.  Hence,  Professor  Hicks's  statement  in  his  admirable  essay 
on  the  dollar  shortage6  that  devaluation  had  failed  because  British  labor 
had  been  unwilling  to  make  the  necessary  sacrifice  is  not  wholly  justified. 
( In  the  United  States  real  wages  had  risen  by  13  per  cent. ) 

In  general,  what  was  the  net  effect  from  1948  to  1952?  Depreciation 
was  resorted  to  in  order  to  improve  the  balance  of  payments.  By  1949, 
reserves  had  fallen  to  a  low  figure  of  £1,752  million,  but  although  they 
had  jumped  to  £3,443  million  in  1950,  by  1952  they  were  down  again 
to  £1,958  million.  (The  rise  to  £2,798  million  by  December,  1954,  was 
associated  with  other  factors.)  By  1951,  an  adverse  balance  of  trade, 
which  amounted  to  £448  million  in  1949,  had  risen  to  £1,167  million 
and  £756  million  in  1951  and  1952,  respectively.  Even  the  large  rise 
of  reserves  in  1950  should  not  be  associated  with  an  improvement  in 
the  British  trade  balance  but  rather  with  a  return  of  capital  which  had 
fled  in  anticipation  of  the  depreciation.  These  figures  do  not  point  to 
any  great  success  for  the  devaluation,  but  the  results  would  have  been 
better  had  not  the  Korean  War  raised  the  prices  of  imports  much  more 
than  exports   (rises  of  48  and  31  per  cent,  respectively,  from  1948  to 

6  J.  R.  Hicks,  "An  Inaugural  Lecture,"  Oxford  Economic  Papers,  1953,  pp.  117-135. 
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1952).  Devaluation  probably  contributed  toward  a  rise  of  exports 
(volume)  of  32  per  cent  in  1951  and  24  per  cent  in  1952,  both  over 
1948.  British  goods  were  a  bargain  in  these  years  compared  with  1948, 
though  by  1952  there  was  not  a  large  net  reduction  relative  to  prices  in 
the  United  States.  One  could  also  associate  the  improvement  in  British 
export  trade  with  the  boom  caused  by  the  Korean  War,  and  notably 
in  the  United  States,  where  output  had  risen  more  than  20  per  cent.  A 
striking  point  is  that  despite  the  fact  that  the  dollar  now  cost  43  per 
cent  more,  British  imports  (in  volume)  rose  to  22  per  cent  above  1948 
in  1951,  12  per  cent  and  23  per  cent  above  1948  in  1952  and  1953.  The 
failure  of  exports  to  rise  more  and  imports  to  decline  may  be  associated 
in  part  with  the  fact  that  sterling  countries  generally  followed  the  pound 
downward,  though  not  so  much  in  every  instance,  and  with  the  fact 
that  other  European  countries  and  European  dependencies  and  even 
some  Latin  American  countries  depreciated  their  exchanges,  though  to 
a  lesser  extent.  One  reason  for  the  ineffectiveness  of  the  British  devalua- 
tion was  that  only  18  per  cent  of  British  exports  in  recent  years  has 
gone  to  the  United  States,  Canada,  and  Latin  America  (partly  de- 
preciated) and  24  per  cent  of  her  import  trade  came  from  these 
countries.  The  remainder  of  her  export  and  import  trade  was  primarily 
with  countries  that  depreciated,  though  not  in  every  instance  as  much 
as  the  British. 

A  statistical  summary  ( Table  25-2 )  points  up  the  developments  follow- 
ing the  devaluation  of  September,  1949. 

Surely  the  results   have   not   been   along   expected   lines.   The   gross 


Table  25-2.   Relevant  Variables,   1949,  and  Annual  Changes,   1949  to   1952, 

United  Kingdom 


1949 

1950 

1951 

1952 

Gross  national  product,  millions  of  pounds 

10,926 

+589 

+  1,161 

+977 

Gross  national  product,  %  change 

+7 

+6 

+  10 

+8 

Real  GNP,  %  change* 

+4 

+3 

-2 

-1 

Excess  of  imports,  millions  of  pounds 

448 

380 

1,167 

756 

Export  prices,  %  change  (annual  change) 

+2 

+4 

+  18 

+5 

Import  prices,  %  change  (annual  change) 

+2 

+  12 

+33 

-3 

Exports,  volume  (annual  change) 

+  10 

+  16 

+  1 

-5 

Imports,  volume  (annual  change) 

+9 

No  change 

+  12 

-8 

Cost  of  living  (annual  change) 

+3 

+3 

+  12 

+9 

Wholesale  prices  (annual  change) 

+5 

+  14 

+22 

+2 

Wage  rates,  %  change  (annual  change) .  .  . 

+2 

+2 

+9 

+8 

Monetary  reserves,  millions  of  pounds .... 

-257 

+  1,691 

-1,069 

-416 

*  Adjusted  by  Cost  of  Living  Index. 

source:  International  Monetary  Fund,  International  Financial  Statistics. 
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national  product  (real),  as  might  have  been  expected,  did  not  rise,  for 
the  total  was  roughly  equal  in  1949  and  1952.  Exports  did  not  rise 
relative  to  imports  so  much  as  might  have  been  expected  after  a  de- 
valuation. Reserves  increased  only  temporarily.  That  they  did  not  fall 
drastically  may  be  explained  by  the  return  flow  of  capital  following  a 
drastic  devaluation. 

A  devaluation  presumably  raises  the  prices  of  exports  at  home  as  the 
domestic  currency  equivalent  of  the  reduced  foreign  prices  rises.  How 
much  the  price  rises  at  home  depends  on  the  various  elasticities  of 
supply  and  demand.  In  general,  the  more  elastic  supply  and  demand 
at  home  and  the  more  inelastic  supply  and  demand  abroad,  the  more 
the  world  price  will  fall  and  hence  the  less  domestic  price  will  rise.7 

In  general,  the  downward  pressure  of  the  depreciation  on  world  prices 
was  not  reflected  in  a  substantial  decline  in  world  prices.  The  world-wide 
rise  of  income  and  demand  constituted  an  inflationary  force  which 
neutralized  those  factors  that  tended  to  depress  world  prices  of  British 
(or  sterling  country)  commodities  following  the  depreciation  as  exports 
responded  to  a  higher  price  obtainable  in  the  more  or  less  depreciated 
markets.  Indeed,  despite  full  employment  there  was  some  elasticity  of 
supply,  as  is  evident  in  the  rise  in  the  volume  of  exports — in  fact,  a  high 
elasticity  considering  the  high  level  of  employment.  (Elasticity  for  ex- 
port markets  was  raised  in  a  full-employment  economy  by  recourse  to 
subsidies,  controls,  etc.)8 

Had  the  British  alone  devalued,  elasticity  of  demand  would  have  been 
higher  than  it  actually  was  with  a  widespread  recourse  to  devaluation. 
In  any  case,  elasticity  of  demand  for  British  exports  would  not  be  high, 
partly  because  the  British  accounted  for  a  substantial  part,  i.e.,  20  per 
cent  of  world  exports;  partly  because  the  concessions  in  prices  were  also 
made  by  others;  and  partly  because  British  exports  are  largely  manu- 
factured goods,  the  f.o.b.  (export)  prices  of  which  are  a  relatively  small 
part  of  the  total  price.  A  decline  of  30  per  cent  in  a  price  would  not  yield 
the  expected  response  of  demand  because  the  gain  of  the  consumer 
in  the  price  of  the  finished  product  may  be  but  10  per  cent.  The  re- 
stricted elasticity  of  demand  undoubtedly  contributed  toward  a  depres- 
sion of  world  prices,  but  here  the  rise  of  world  income  was  a  crucial 
factor,  tending  to  raise  world  prices  of  British  goods.9 

What  is  especially  striking  is  that  import  prices  rose  more  than  ex- 
port prices.  In  the  thirties  one  of  the  advantages  of  depreciation  was 

7  The  author  has  discussed  this  fully  in  his  Exchange  Depreciation,  1936,  chap.  4. 
See  also  Chap.  11  of  this  book. 

8  Cf.  the  analysis  by  De  Vries  below. 

9  Cf.  the  discussion  in  the  chapter  on  convertibility,  where  it  is  suggested  that 
the  elasticity  of  demand  for  British  manufactures  is  high  partly  because  they  face 
intense  competition. 
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supposed  to  be  that  in  introducing  depreciation,  the  British  were  able 
to  force  foreign  sellers  to  reduce  the  world  prices  of  commodities  sold 
to  Great  Britain  and  thus  prices  of  imports  rose  much  less  than  those 
of  export  prices.  Actually,  the  average  annual  rise  of  import  prices  in 
1950  to  1952  was  almost  twice  as  much  as  that  for  exports. 

Why,  it  may  be  asked,  in  response  to  a  policy  of  depreciation  (with 
restrictive  effects)  were  the  British  unable  to  force  foreigners  to  offer 
commodities  at  greatly  reduced  prices,  as  they  had  been  in  the  early 
thirties?  One  explanation  is  undoubtedly  that  the  British  market  was 
not  nearly  so  important  in  1950  to  1952  as  in  1931,  in  part  because  the 
thirties  were  a  period  of  depression  and  hence  the  only  large  free  market 
was  important  to  sellers,  in  part  because,  aside  from  depression,  the 
British  market  had  become  much  less  important.  Another  factor  of  great 
importance  was  the  outbreak  of  the  Korean  War,  which  greatly  con- 
tributed to  the  rise  of  prices  of  imports.  At  any  rate,  the  deterioration  in 
the  British  terms  of  trade  compounded  of  the  depreciation  and  the  in- 
creased pressure  on  raw-material  markets  resulting  from  the  Korean  War 
was  marked.  Yet  an  important  offsetting  factor  was  that  unlike  the 
thirties,  inflationary  pressures  were  strong,  with  the  result  that  prices 
gradually  rose  in  proportion  to  the  increased  price  of  the  dollar. 

Indeed,  the  volume  of  exports  rose  more  than  the  volume  of  imports, 
as  might  be  expected.  But  as  a  result  of  both  volume  and  price  changes, 
there  was  a  net  rise  in  the  excess  of  imports  (value)  of  £615  million 
in  the  years  1950  to  1952  (annual  average)  over  1949,  or  about  one- 
third  the  rise  of  GNP  in  this  period.  Against  a  large  rise  in  the  excess 
of  imports  (value),  we  should  note  the  substantial  losses  reflected  in  the 
relative  increase  in  the  volume  of  exports. 

Intermediate  Gains 

Of  course,  the  net  results  of  the  program  of  devaluation  are  not 
measured  merely  by  the  net  change  from  1948  to  1952.  In  1949  and  1950, 
the  United  Kingdom  gained  a  large  competitive  advantage  vis-a-vis 
the  dollar  countries  and  others  that  did  not  experience  a  substantial 
depreciation.  Thus  in  1950  vis-a-vis  1948  the  rise  in  British  wages  was 
but  4  per  cent,  in  wholesale  prices  20  per  cent,  in  export  prices  but  8 
per  cent;  the  rise  of  exports  by  volume,  27  per  cent,  and  of  imports,  9  per 
cent.  (The  rises  in  prices  aside  from  price  movements  in  the  United 
States  corresponding  to  the  depreciation  should  have  been  43  per  cent. ) 
But  against  this  we  should  note  that  United  States  export  prices  dropped 
by  10  per  cent.  Despite  the  fact  that  the  adverse  balance  of  trade  was 
not  affected,  British  reserves  were  up  by  Jo  1,300  million,  or  84  per  cent. 

By  1951,  the  position  had  deteriorated.  Although  British  wages  were 
up  only  by  13  per  cent  (again  relative  to  1948),  wholesale  prices  had 
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risen  by  46  per  cent  and  export  prices  by  26  per  cent.  Reserves  dropped 
substantially,  in  part  because  of  a  large  adverse  balance  for  European 
Payments  Union  account,  undoubtedly  chiefly  associated  with  heavy 
imports  of  other  pound  countries  as  they  profited  from  a  spectacular 
rise  of  their  export  prices.  In  this  one  year,  however,  British  imports  had 
risen  by  20  per  cent  (pound  value)  and  the  volume  of  imports  by  12 
per  cent,  or  twelve  times  as  much  as  the  volume  of  exports. 

A  Digression  on  Price  Movements 

In  an  interesting  study  of  the  problem  of  devaluation,10  Mr.  de  Vries 
compared  expected  prices  with  actual  prices.  First,  he  compared  (cate- 
gory 1)  commodities  primarily  produced  in  sterling  countries;  second, 
he  compared  (category  2)  commodities  produced  primarily  in  dollar 
countries  and  sold  in  relatively  interconnected  dollar  and  sterling 
markets;  and  third  (category  3),  he  discussed  commodities,  principally 
agricultural,  many  of  which  are  in  short  supply  in  the  sterling  market, 
whose  sterling  prices  differ  from  dollar  prices. 

Table  25-3.  Estimated  Effects  of  Devaluation  on  Sterling  Prices,  Compared 

with  Actual  Price  Changes,  for  Five  Primary  Commodities  Supplied 

by  the  Sterling  Area  to  the  Dollar  Area  on  Net  Balance  f 

(Percentage  increases  over  August,  1949,  prices) 


Commodity 

Estimated 
effects 

Actual  changes,  August,  1949, 
to  December,  1949 

Nondollar 
area  where 

United 
States 

Nondollar 
area 

price  is 
quoted 

Category  1: 

Wool 

Tin 

Rubber 

Cocoa 

Tea 

14 
15 
21 
13 
2 

18 
6 
52 
65 
29 

18 
5 
40 
36 
19 

United  Kingdom 
United  Kingdom 
Singapore 
Gold  Coast 
Ceylon 

f  For  notes  and  reservations,  see  original  table. 

source:  B.  A.  de  Vries,   "Immediate  Effects  of  Devaluation  on  Prices  of  Raw 
Materials,"  International  Monetary  Fund  Staff  Papers,  September,  1950,  p.  245. 


It  will  be  noted  that  in  Table  25-3  the  prices  of  wool  rose  about  as 
much  as  was  expected  but  tin  substantially  less  and  rubber,  cocoa,  and 
tea  much  more  than  expected.  In  Table  25-4,  it  is  clear  that  prices  rose 
(when  comparisons  are  made)  more  than  anticipated  for  copper,  zinc, 

10  B.  A.  de  Vries,  "Immediate  Effects  of  Devaluation  on  Prices  of  Raw  Materials," 
International  Monetary  Fund  Staff  Papers,  September,  1950,  pp.  238-253. 
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Table  25-4.  Postdevaluation  Changes  in  Sterling  Prices  of  Specified  Categories 

of  Commodities  f 
(Percentage  increases  over  August,  1949,  prices) 


Commodity- 

Estimated 
effects 

Actual  changes, 

August,  1949,  to 

January,  1950 

Nondollar 
area  where  price 

United 
States 

Nondollar 
area 

is  quoted 

Category  2: 

Copper 

29 
31 
29 
20 

51 
15 
42 
49 
54 
44 

44 
62 
19 
42 
56 
27 
45 
45 
36 
73 
41 
151 

43 
12 
39 
56 
22 
44 

0 

31 
0 
0 

35 
1 
0 
0 
0 

59 
0 

44 

United  Kingdom 

United  Kingdom 

United  Kingdom 

Egypt 

Straits  Settlements 

Lead 

Zinc 

Cotton 

Copra 

Petroleum 

Category  3: 

Cotton 

Iran 
India 

Cordage  fibers.  . 

Coconut  oil 

Sugar 

British  East  Africa 

Ceylon 

United  Kingdom 

Wheat 

United  Kingdom 

Bacon 

United  Kingdom 
United  Kingdom 

Butter 

Pig  iron 

Nitrate 

Cocoa 

United  Kingdom 
United  Kingdom 
Gold  Coast 

Rice 

United  Kingdom,  India,  Burma 
United  Kingdom 

Coffee .  . 

f  For  notes  and  reservations,  see  original  table. 

source:  B.  A.  de  Vries,   "Immediate  Effects  of  Devaluation  on  Prices  of  Raw 
Materials,"  International  Monetary  Fund  Staff  Papers,  September,  1950,  p.  248. 


and  cotton  but  less  for  lead.  In  category  2,  the  rise  in  sterling  prices  is 
roughly  equal  in  both  sterling  and  dollar  markets.  (These  are  inter- 
connected markets.)  In  category  3,  the  rises  were  substantial  as  com- 
pared with  crude  expectations  ( 30  per  cent  devaluation  suggests  a  43 
per  cent  rise  in  price),  but  note  that  in  the  nondollar  area,  the  rise  was 
zero  or  slight  in  eight  out  of  eleven  instances.  Here  the  explanation  is 
that  prices  were  largely  controlled  by  administrative  decisions,  subsidies, 
etc.,  in  the  United  Kingdom  and  hence  would  not  respond  to  a  devalua- 
tion. In  all  instances,  prices  are  subject  to  influences  other  than  devalua- 
tion, and  hence  prices  diverge  from  the  expected  level.  For  example, 
the  marked  relative  rise  in  the  price  of  rubber  or  copper  may  reflect 
^he  effects  of  the  economic  recovery. 
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A  word  about  expected  prices.  Obviously,  a  devaluation  of  30  per 
cent  would  involve  a  43  per  cent  rise  in  sterling  prices  on  the  assumption 
that  there  is  no  effect  on  prices  expressed  in  dollars.  But  it  should  be 
observed  that  other  factors,  such  as  changes  in  supply  and  demand,  un- 
related to  devaluation  will  affect  both  dollar  and  sterling  prices,  and 
there  are  important  reasons  for  expecting  effects  on  dollar  prices.11 

De  Vries's  expected  prices  are  suggested  by  the  following:12 

The  question  of  the  effect  of  devaluation  on  prices  may  be  put  in  quantita- 
tive terms  by  asking  how  much  sterling  prices  may  be  expected  to  rise  and 
dollar  prices  to  fall  for  each  commodity.  The  answer  will  depend  on  the  ex- 
tent to  which  supply  and  demand  in  each  market  respond  to  the  change  in 
price.  As  the  sterling  price  rises,  supply  in  the  sterling  market  will  expand, 
and  as  the  dollar  price  falls  supply  in  the  dollar  market  will  contract.  Similarly, 
under  the  assumption  that  incomes  in  each  market  are  not  much  affected  by 
devaluation,  the  demand  in  the  sterling  market  will  contract  as  sterling  prices 
rise,  and  the  short-run  demand  in  the  dollar  market  will  expand  as  dollar 
prices  fall.  .  .  . 

For  many  raw  materials,  the  dollar  and  nondollar  markets  are  not  merged 
but  are  isolated  from  each  other  by  obstacles  and  administrative  controls. 
These  hindrances  prevent  the  free  flow  of  goods  and  permit  different  prices 
and  price  movements  in  the  two  markets.  Prices  of  commodities  in  this  cate- 
gory behave  differently  from  those  which  are  formed  by  free  market  forces. 
A  distinction  should  accordingly  be  made  between  commodity  prices  governed 
by  the  operation  of  free  market  forces  in  a  world  market  and  those  in  markets 
isolated  from  the  prices  quoted  in  other  markets,  either  by  exchange  and  im- 
port controls  or  by  marketing  arrangements  including  contractual  agreements. 

The  immediate  rise  to  be  expected  in  the  sterling  price,  and  the  associated 
fall  in  the  dollar  price  as  a  result  of  the  impact  of  devaluation,  may  be  stated 
in  simple  terms  for  a  commodity  whose  price  is  determined  by  economic 
forces  and  for  which  prices  in  dollar  and  sterling  markets  are  so  related  that, 
costs  of  movement  aside,  they  are  equal  at  the  official  rate  of  exchange.  In 
brief,  the  rise  in  sterling  price  must  be  such  that  the  expansion  of  supply  plus 
the  contraction  of  demand  in  the  sterling  market  induced  by  the  rise  in  the 
sterling  price  is  precisely  equal  to  the  contraction  of  supply  plus  the  expansion 
of  demand  in  the  dollar  market  induced  by  the  associated  fall  in  the  dollar 
price.  The  price  changes  in  sterling  and  in  dollars  (in  opposite  directions) 
must  equate  the  induced  shifts  in  the  inter-market  trade  in  each  commodity. 
This  is  the  fundamental  basis  for  determining  the  impact  of  devaluation  on 
the  prices  of  raw  materials  whose  markets  are  not  isolated. 

According  to  the  formula  worked  out  below,  the  sterling  price  of  a  non- 
isolated commodity  will  rise  more  (and  the  dollar  price  will  fall  less),  the 
less  the  share  of  the  sterling  market  in  total  supply  and  total  demand,  and 
the  more  elastic  the  supply  and  demand  in  the  dollar  market  and  the  less 
elastic  the  supply  and  demand  in  the  sterling  market.  The  common  sense  of 

11  Cf.  S.  E.  Harris,  Exchange  Depreciation,  1936,  chap.  2. 

12  De  Vries,  op.  cit.,  pp.  239-240. 
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this  is  readily  apparent.  In  the  first  instance,  the  impact  of  sterling  devaluation 
on  the  dollar  price  of  a  commodity  cannot  be  large  if  the  share  of  the  sterling 
market  in  the  total  supply  and  the  total  demand  is  small.  Under  such  condi- 
tions, the  sterling  market  will  simply  follow  the  dollar  market  without  affecting 
it  very  much.  Given  the  share  of  the  sterling  market  in  total  supply  and  total 
demand,  then  if  a  small  fall  in  the  dollar  price  brings  a  large  expansion  of 
demand  and  a  large  contraction  of  supply  in  the  dollar  market,  the  sterling 
price  will  be  induced  to  rise  considerably  to  meet  the  expanded  demand  and 
to  replace  the  contracted  supply  of  the  dollar  market.  On  the  other  hand,  if 
the  supply  and  demand  are  inelastic  in  the  sterling  market,  supplies  will  not 
expand  or  be  released  for  sale  in  dollar  markets  on  a  scale  sufficient  to  induce 
a  large  fall  in  the  dollar  price. 

Recently  Mrs.  Hutt,  in  a  study  of  British  export  trade,  threw  further 
light  on  the  effects  of  devaluation  upon  prices  of  classes  of  commodities.13 

Table  25-5.  Average  Value  of  United  Kingdom  Exports  to  the  United  States 
by  Commodity  Groups,  1948  to  1954 


Commodity 


Foods 

Raw  materials 

Metals 

Machinery 

Vehicles 

Textiles  and  clothing . 

Other 

Total* 


1948 


100 
100 
100 
100 
100 
100 
100 
100 


Jan. -Aug., 
1949 


106 

72 
132 

84 
120 
116 
110 
107 


Sept.-Dec. 
1949 


83 

55 

100 

59 
79 

79 
84 
78 


1950 

1951 

1952 

1953 

95 

97 

97 

97 

69 

93 

77 

78 

97 

139 

176 

132 

46 

58 

69 

80 

91 

110 

126 

134 

80 

79 

99 

88 

83 

94 

99 

87 

83 

94 

104 

100 

1954 

97 
74 

148 
57 

125 
96 
88 
99 


*  Individual  groups  were  combined  into  a  total  by  giving  them  the  weights  appro- 
priate to  the  whole  group  even  where  coverage  was  limited. 


It  will  be  noted  that  in  the  last  few  months  of  1949  following  the 
devaluation  British  export  prices  declined  by  27  per  cent.  The  reduction 
in  prices  varied  from  22  to  34  per  cent  for  seven  categories  of  exports. 
Volume  of  British  exports  to  the  United  States  rose  by  almost  40  per 
cent  over  that  of  the  first  eight  months  of  1949.  By  1954,  British  exports 
to  the  United  States  were  up  by  61  per  cent  additional  over  those  of  late 
1949  (91  per  cent  by  1955).  By  1954,  however,  a  substantial  part  of 
the  advantage  of  the  devaluation  had  been  lost.  British  export  prices 
were  down  only  8  per  cent  in  re  the  predevaluation  level,  and  prices  in 
the  United  States  were  up  12  per  cent.  But  whereas  the  price  of  textiles 
and  clothing  was  down  by  17  per  cent  vis-a-vis  those  of  the  predevalua- 

13  R.  Hutt,  "British  Exports  to  the  United  States,  1948-1955,"  Review  of  Economics 
and  Statistics,  February,  1957. 
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tion  level,  the  price  of  metals  rose  by  12  per  cent  and  of  vehicles  by  4 
per  cent,  suggesting,  in  part,  variations  in  competitive  position. 

Some  Conclusions  on  the  1949  Devaluation 

In  general,  the  results  of  this  episode  were  considerably  different  from 
those  of  the  thirties.  The  upward  adjustment  of  costs  and  prices  to 
exchange  depreciation  occurred  much  more  quickly,  partly  because  with 
a  full-employment  economy,  it  was  much  more  difficult  to  prevent  a 
response  to  cost  and  price  movements.  In  one  respect,  the  results  were 
surprising.  It  might  be  assumed  that  with  a  full-employment  economy, 
it  would  be  difficult  to  increase  exports,  for  a  rise  of  exports  must  in- 
volve primarily  transfers  of  factors;  yet  this  was  not  the  case.  From  1948 
to  1951,  output  rose  by  6  to  7  per  cent  and  exports  rose  by  28  per  cent, 
and  from  1949  to  1951  exports  rose  17  per  cent.  ( But  the  rise  for  exports 
from  1945  to  1948  had  been  almost  200  per  cent  and  from  1946  to  1948 
close  to  40  per  cent.)  Compare  this  record  from  1948  to  1951  with 
that  of  a  10  per  cent  rise  of  exports  for  the  United  Kingdom  from  1931 
to  1934,  following  the  1931  depreciation.  The  difference  is  undoubtedly 
explained  by  the  abnormally  low  level  of  British  exports  in  1948,  the 
prosperity  after  World  War  II,  the  depressed  conditions  in  the  thirties, 
and  the  effectiveness  of  special  aids  ( government  planning  and  controls ) 
to  the  export  industries  in  the  years  1948  to  1951.  Favorable  income 
conditions  abroad  after  the  war  counted  for  more  than  the  expected 
inelasticity  of  supply  conditions  and  the  inflationary  pressures.  Un- 
doubtedly, the  net  effects  of  the  devaluation  on  the  balance  of  payments 
could  have  been  greater  had  not  the  Korean  War  raised  prices  of 
imports. 

In  view  of  the  pound  devaluation,  it  might  be  expected  that  sterling 
countries  might  have  captured  an  increased  part  of  the  total  world 
export  trade,  but  this  was  not  the  case.  The  percentage  of  export  trade 
to  the  world  exports  was  as  shown  in  Table  25-6. 

Table  25-6 


Area 

1948 

1949 

1950 

1951 

1953 

Sterling  countries 

28 
19 

28 
22 

28 
24 

26 
25 

25 

Continental  EPU  countries 

26 

Thus,  whereas  sterling  countries  lost  more  than  10  per  cent  of  their 
share  of  world  trade,  the  Continental  EPU  countries  gained  37  per  cent. 
The  relative  decline  of  sterling  countries  occurred  despite  the  high  prices 
of  raw  materials  and  food  sold  by  sterling  countries.  Aside  from  com- 
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petitive  gains  by  EPU  countries,  the  grants  of  the  United  States  and 
resultant  exports  contributed  to  a  decline  of  the  share  of  sterling 
countries.  The  relative  gains  for  the  Continental  EPU  countries,  which 
are  not  primarily  exporters  of  food  and  raw  materials  and  which  did 
not  benefit  from  depreciation  nearly  so  much  as  the  sterling  countries, 
suggest  an  improvement  of  the  continental  export  position  vis-a-vis  the 
United  Kingdom,  associated  in  part  with  Germany's  belated  recovery. 

Trade  and  Reserves 

One  other  aspect  of  the  trade  balance  should  be  noted.  The  net  gains 
of  reserves  depend  on  the  balance  of  all  sterling  countries,  not  merely 
on  the  United  Kingdom  balance.  Table  25-7  shows  a  concise  summary 
of  developments  from  1948  to  1953. 

Table  25-7.  Adverse  Balance  of  Trade  and  Movements  in  Reserves, 

Sterling  Countries,  1938,  1948-1953 

(In  billions  of  dollars) 


Excess  of  imports: 

All  sterling  countries 

a.  United  Kingdom 

b.  United  Kingdom  dependencies 

c.  Other  sterling  countries 

Gold  and  dollar  reserves,  United  Kingdom 

(change) 


1938 


2.2 
1.9 
0.0 
0.3 


1948 


3.2 
1.8 
0.2 
1.2 


1949 


3.6 
1.7 
0.3 
1.7 


1950 


0.6 
1.1 
0.6 
0.2 


1951 


-0.3  +1.6 


3.6 
3.3 

0.8 
1.0 

0.7 


1952 


3.2 

2.1 

-0.3 

1.4 

-0.7 


1953 


1.4 

1.8 

0.4 

-0.8 

-0.7 


source:  All  figures  from  International  Financial  Statistics. 


This  table  reveals  that  in  the  postwar  period  the  adverse  balance  of 
trade  of  sterling  countries  had  been  cut  greatly.  The  average  excess  of 
imports  was  $2.62  billion  in  the  years  1948  to  1953  as  against  $2.20 
billion  in  1938.  On  the  basis  of  price  and  income  changes,  one  would 
have  expected  at  least  twice  as  large  a  deficit  in  the  postwar  period 
as  in  1938.  This  reduction  from  expected  levels  reflects  undoubtedly  the 
measures  taken  to  moderate  the  flow  of  imports. 

In  1950,  the  first  large  effects  of  devaluations  are  noted,  with  the 
excess  of  imports  drastically  reduced  from  $3.6  billion  to  $0.6  billion, 
with  the  United  Kingdom  showing  the  smallest  relative  and  absolute 
improvement,  other  sterling  countries  cutting  the  excess  down  from 
$1.7  billion  to  $0.2  billion,  and  the  dependencies  converting  a  deficit 
of  $0.3  billion  to  a  credit  of  $0.6  billion.  The  rise  of  United  Kingdom 
reserves   was    about   one-half   the   gain   of   the   trade   balance   for   the 
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sterling  countries,  suggesting  some  diversion  of  reserves  and  losses  on 
other  accounts,  e.g.,  foreign  aid.  Thus,  in  1950,  credits,  grants,  and  loans 
to  the  United  Kingdom  amounted  to  $750  million  as  compared  with 
$1,148  million  in  1949.14 

In  1951  and  1952,  there  was  a  rebound,  in  part  the  result  of  the  large 
rise  in  import  prices  (related  to  the  Korean  War)  and  in  part  the  result 
of  inflationary  pressures  which  reduced  the  bounty  on  exports.  The 
largest  absolute  rise  in  trade  deficits  was  for  the  United  Kingdom,  and 
the  largest  relative  rise  for  other  sterling  countries.  United  Kingdom  re- 
serves declined  about  30  per  cent  as  much  as  the  increase  in  the  trade 
deficit.  Here,  again,  a  large  part  of  the  explanation  is  that  the  trade 
deficit  of  the  sterling  countries  is  not  reflected  pari  passu  in  a  decline  of 
United  Kingdom  reserves;  e.g.,  there  are  increased  debts  to  the  EPU. 
In  fact,  the  British  account  with  the  EPU  was  a  credit  of  £80  million  at 
the  end  of  1950,  a  debit  of  £166  million  at  the  end  of  1951  and  of 
£218  million  at  the  end  of  1952.15  Furthermore,  it  is  well  to  remember 
that  the  increased  deficit  on  trade  account  may  be  offset  by  a  rise  of 
credits  in  other  items.  (On  current  account,  however,  the  United  King- 
dom balance  deteriorated  more  than  on  trade  balance.)  In  1952,  the 
trade  balance  improved  somewhat.  Reserves  fell  again.  In  this  period, 
the  British  dependencies  made  a  large  contribution  to  balancing  of 
accounts,  but  not  so  other  sterling  countries.  In  1953-1954,  the  British 
balance  improved  greatly. 

Notes  on  Prices  of  Individual  Commodities 

By  scrutinizing  dollar  prices  of  international  commodities  one  can 
visualize  the  effects  of  depreciation  on  individual  commodities. 

In  cotton,  the  effects  are  not  at  all  clear.  Here,  for  example,  United 
States  authorities  tend  to  meet  foreign  competition.  Thus  Egyptian 
cotton  (Ashmouni)  was  about  40  per  cent  higher  priced  than  United 
States  cotton  in  1949,  and  in  1951,  despite  the  devaluation,  was  close  to 
80  per  cent  higher;  in  1952,  about  24  per  cent  higher. 

The  price  of  pulp  dropped  by  30  per  cent  in  1950  in  Scandinavia  (7 
per  cent  in  Canada),  but  the  price  in  Scandinavia  had  risen  from  91  per 
cent  of  the  Canadian  price  in  1950  to  155  per  cent  of  the  Canadian  price. 
( Scandinavian  countries  experienced  a  devaluation. ) 

Depreciation  seemed  to  have  a  modest  effect  on  relative  prices  of 
wheat.  In  1949,  Australian  wheat  was  priced  12  per  cent  in  excess  of 
United  States  wheat;  in  1951,  United  States  wheat  was  10  per  cent  higher 
and  in  1952,  1  per  cent  lower. 

14  H.  M.  Stationery  Office,  United  Kingdom  Balance  of  Payments,  1946  to  1953, 
pp.  50-51. 

*5  Ibid,,  pp.  56-57, 
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Despite  the  pound  depreciation,  the  price  of  Rhodesian  copper  rose 
relative  to  Canadian  copper  from  1948  to  1951,  only  4  to  5  per  cent  less. 

For  cacao,  British  West  African  prices  remained  above  Brazilian,  but 
the  excess  was  cut  considerably. 

By  1950,  the  price  of  British  coal  had  fallen  by  34  per  cent,  of  United 
States  coal  only  by  5  per  cent,  but  from  1949  to  1952,  the  British  price 
declined  by  12  per  cent  and  the  United  States  price  rose  by  5  per  cent. 

One  should  not  expect  movements  of  these  international  commodities 
to  be  geared  closely  to  exchange  movements.  For  one  thing,  quality 
differentials  are  of  some  importance.  In  many  of  these  markets,  prices 
are  manipulated  by  central  authority.  Thus,  if  the  price  of  wheat  from 
Australia  were  to  fall  by  30  per  cent  following  a  devaluation,  the  United 
States  CCC  may  release  wheat  at  a  world  price  (in  the  absence  of 
special  agreements)  competitive  with  Australian  wheat.  Or  despite  a 
depreciation,  the  African  cacao  cartel  may  maintain  the  dollar  prices 
above  the  level  given  by  the  new  exchange  if  the  net  effect  were  higher 
dollar  receipts  and  higher  profits. 

In  manufactured  products,  the  evidence  is  mixed.  For  example,  the 
prices  of  bicycles  seemed  to  reflect  the  effects  of  the  British  devaluation. 
Thus,  the  United  States  importers'  average  prices  to  wholesalers  for  six 
leading  models  of  British  lightweight  bicycles  declined  from  $45  on 
September  30,  1948,  to  $36.62  on  September  30,  1949,  $36.40  on 
September  30,  1950,  but  the  average  increased  to  $38.86  and  $40.06  in 
the  next  two  years.  Imports  of  all  bicycles  rose  from  an  average  of 
17,000  in  1947  to  1949  to  68,000  in  1950  and  176,000  in  1951  (1,  3%,  and 
9  per  cent  of  production  in  1949,  1950,  and  1951  ).16 

In  textiles,  the  response  of  British  exports  to  devaluation  was  dis- 
appointing. In  part,  the  explanation  is  that  British  textile  exports  are 
largely  to  countries  which  followed  the  British  in  the  reduction  of  the 
value  of  their  currencies.  The  volume  of  exports  was  lower  in  1950  than 
in  1949.  In  1950  and  1951,  cotton  piece  goods  exports  were  less  than  in 
1949  and  wool  piece  goods  only  slightly  higher  (5  per  cent).  In  rayon, 
the  rise  was  25  per  cent  ( average  of  1950  and  1951  over  1949 ) .  It  should 
be  noted,  however,  that  British  prices  declined  substantially  vis-a-vis 
United  States  export  prices  from  1949  to  1951.  But  the  difficulty  is  that 
despite  these  gains,  British  prices  for  light  cotton  and  rayon  fabrics  in 
1951  still  averaged  almost  20  per  cent  above  the  United  States  export 
price  in  1951.  (For  gray,  unbleached,  the  figures  were  202,  147,  and  159 
in  1949,  1950,  and  1951,  the  United  States  price  averaging  100.  )17 

16  U.S.  Tariff  Commission,  "Bicycles  and  Parts,  Report  of  the  Escape  Clause  In- 
vestigation," Report  184,  1953,  pp.  5-11. 

17  G.  Lovasy,  "Rise  of  U.S.  Share  in  World  Textile  Trade,"  International  Monetary 
Fund  Staff  Papers,  April,  1953,  pp.  57-65. 
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Multiple  Exchange  Rates 

Exchange  depreciation  has  frequently  been  used  in  combination  with 
multiple  exchange  rates  as  a  means  of  achieving  some  form  of  inter- 
national equilibrium  or  at  least  a  balancing  of  accounts.  Here  the  stress 
is  put  upon  controls  as  against  the  market  mechanism.  Indeed,  in  the 
British  experience  of  1949,  controls  were  part  of  the  arsenal  of  weapons 
used,  but  in  some  countries  the  relative  dependence  on  controls  has 
greatly  exceeded  the  British  dependence.  Where  many  rates  are  used, 
control  of  the  markets  is  required  to  ensure  that  the  various  rates  are 
applied  to  the  appropriate  transactions.  This  approach  is  attractive  where 
a  currency  is  overvalued  and  for  various  reasons  a  depreciation  is  not 
held  advisable;  e.g.,  a  fall  in  the  world  price  of  exports  would  be  con- 
fronted with  an  inelastic  demand.  Furthermore  this  approach  is  wel- 
comed when  a  country  seeks  to  maximize  the  returns  on  international 
transactions,  for  example,  through  paying  out  the  minimum  currencies 
for  foreign  currency  received  for  exports,  with  inelastic  domestic  supply 
and  foreign  demand,  and  paying  more  in  domestic  currencies  for  exports, 
with  elastic  domestic  supply  and  foreign  demand.  The  result,  instead 
of  an  across-the-board  devaluation,  is  likely  to  be  a  selective  devaluation, 
tending  to  devalue  in  the  markets  where  it  does  some  good.  Furthermore, 
after  the  war,  when  controls  became  increasingly  popular,  this  system 
has  been  used  to  protect  domestic  industries  by  setting  high  prices  for 
foreign  currencies  used  to  purchase  competing  commodities  and  also 
through  the  relatively  high  prices  paid  in  domestic  currencies  for  the 
dollars,  etc.,  received  for  exports,  subsidizing  certain  exports.  The  span 
between  the  average  buying  and  selling  price  for  foreign  currencies  gives 
some  indication  of  the  protectionist  trends  as  well  as  the  possibilities  of 
financing  government.  Thus  in  Brazil  in  May,  1955,  the  average  import 
(selling)  rate  was  48  cruzeiros  per  dollar;  the  average  export  rate,  38.7 
cruzeiros.  Note  that  there  is  in  this  differential  a  discouragement  of  both 
exports  and  imports:  importers  pay  more;  exporters  get  less. 

This  kind  of  approach  is  especially  popular  in  Latin  America,  and 
the  gains  are  dependent  in  part  upon  the  extent  to  which  other  countries 
use  the  same  attack  for  maximizing  receipts  from  foreign  trade.  The 
policies  are  more  likely  to  succeed  in  small  or  medium-sized  countries 
than  in  large  countries.  But  the  United  Kingdom  provided  two  rates 
early  in  World  War  II,  applying  the  lower  buying  rate  for  foreign 
currencies  received  from  the  exports  of  such  commodities  as  tin  and 
Scotch,  where  domestic  supply  was  inelastic  and  foreign  demand  in- 
elastic. 

Brazil  has  one  of  the  most  complicated  and  interesting  of  multiple- 
exchange-rate  systems,  and  hence  I  discuss  the  Brazilian  system  in  some 
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detail.  Thus,  exporters  are  required  to  sell  their  exchange  fto  the 
authorities,  receiving  18.36  cruzeiros  per  United  States  dollar.  Exporters 
of  coffee  receive  a  premium  of  5  cruzeiros  per  dollar,  and  other  ex- 
porters, 10  cruzeiros.  (These  are  rates  as  of  the  early  part  of  1955.)  R 
is  clear  that  the  government  pays  relatively  little  for  currency  recedve'd 
from  foreign  sales  of  coffee  because  of  the  strong  position  of  coffee  in 
foreign  markets.  The  government  groups  imports  into  five  categories, 
though,  in  fact,  there  are  additional  categories.  In  the  five  auction 
categories  the  potential  importer  must  purchase  a  certificate,  the  price 
determined  according  to  the  classification  of  the  import.  In  addition 
he  pays  the  official  price  of  18.82  cruzeiros  per  dollar  and  generally  an 
additional  tax.  In  these  five  classes  the  certificate  rate  varied  in  late 
March,  1955,  from  31  to  34  cruzeiros  per  dollar  in  category  1  to  130 
in  category  5.  In  category  1  were  included  such  essential  products  as 
coal  and  fertilizers,  and  in  category  4,  for  example,  fresh  fruits  and  office 
machinery.  At  present  there  are  numerous  fixed  rates  for  newsprint, 
wheat,  and  petroleum  products,  the  highest  rate  rising  to  169  cruzeiros 
per  dollar  for  import  of  premium  gasoline. 

By  introducing  an  auction  system  for  the  five  classes  of  imports,  the 
government  arrogated  to  the  nation  the  windfalls  that  would  otherwise 
have  gone  to  the  fortunate  recipients  of  licenses.  The  authorities  set 
minimum  rates  in  each  category,  but  the  prices  of  certificates  above  the 
minimum  are  obviously  determined  by  the  demand  for  the  imports  in 
each  category  and  the  amount  of  each  currency  that  is  made  available 
by  the  authorities  for  each  category.  Rates  are  kept  down  by  releasing 
large  amounts  of  the  relevant  currencies  for  the  purchasers  in  any 
particular  category.  Naturally  the  authorities  tend  to  release  relatively 
large  supplies  of  foreign  currencies  for  categories  1  and  2,  which 
cover  more  essential  items.  By  setting  fixed  rates  for  some  transactions, 
by  determining  the  amount  of  exchange  to  be  made  available  in  each 
auction  market,  and  by  classifying  commodities  and  even  invisibles,  e.g., 
capital  imports,  the  government  subsidizes  some  employments  and 
hampers  others,  favors  large  against  small  enterprises,  stimulates  the 
output  and  sale  of  some  items,  and  discourages  others.  The  approach  is 
that  of  control  rather  than  dependence  upon  the  functioning  of  the 
price  system.  However,  once  the  decisions  have  been  made  relative  to  the 
fixed  rates  and/or  minimum  rates  in  each  category,  the  classification  of 
commodities,  and  the  allocation  of  exchange,  then  the  market  has  a 
supplementary  job  to  do.  As  against  the  free-exchange  system  or  even 
the  limited-adjustment  system  as  provided  under  Bretton  Woods,  this 
system  has  an  appeal  where  foreign  reserves  strictly  limit  activities  but 
where  official  plans  for  economic  development  are  rather  ambitious  given 
the  natural  resources  and  other  factors  available;  under  these  circum- 
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stances  the  government  tends  to  assume  large  responsibilities,  and 
therefore,  selective  depreciation  has  a  stronger  appeal  than  global 
depreciation.18 

Summary 

On  the  basis  of  postwar  experience  with  devaluation,  I  am  not  in- 
clined to  be  overly  optimistic  that  in  periods  of  high  employment  and 
inflationary  pressures,  exchange  flexibility  is  a  cure-all.  The  rise  of  ex- 
ports from  1949  to  1953  was  much  larger  than  might  have  been  expected 
in  a  full-employment  economy,  but  it  is  not  clear  that  the  gains  were 
primarily  the  result  of  a  devaluation  rather  than  the  unexpected  rise 
of  income  abroad.  Other  factors  were  also  relevant  in  accounting  for  an 
improved  balance,  e.g.,  increased  food  production  in  Europe  and  greater 
restrictions  on  imports  from  the  United  States.19  A  large  country  like  the 
United  Kingdom  is  not  likely  to  gain  too  much  from  devaluation, 
especially  when  she  is  joined  by  many  other  countries.20  Against  the 
resultant  expansion  of  exports  (the  rise  in  volume  greatly  exceeded 
that  in  imports)  we  must  put  the  increased  deficit  (in  dollars)  of  the 
trade  account.  Here  the  crucial  factor  was  the  spectacular  rise  of  prices 
of  food  and  raw  materials.  The  deterioration  of  the  terms  of  trade 
reflected  this  rise,  as  well  as  the  small  depressive  effect  in  world  prices 
of  exports  accompanying  devaluation. 

Unfortunately,  as  compared  with  the  1930s,  the  British  were  not  in  a 
position  to  force  sellers  to  make  large  concessions  in  prices  on  the  British 
market  as  a  result  of  the  partial  shutting  of  British  markets  associated 
with  devaluation.  But  the  main  difference  between  the  depreciation  of 
the  thirties  and  that  of  the  1949  to  1953  episode  was  that  in  the  former 
the  primary  objective  was  an  assault  on  the  depression,  with  all  inflation- 
ary pressures  welcome,  but  in  the  later  period,  the  primary  objective 
was  dollar  balance  and  inflationary  pressures  were  an  obstacle. 

The  net  results  of  depreciation  from  1937  to  1952  or  even  1949  to 
1952  did  not  seem  to  be  a  gain  of  competitive  power.  Against  the  sub- 
stantial cheapening  of  wage  costs  associated  with  both  wage  policy  and 
the  depreciation,  the  British  seemed  to  lose  heavily  in  productivity,  in 
the  relative  gains  involved  in  shifts  to  growing  industries,  and  in  general 
in  a  loss  of  appeal  in  world  markets.  However,  the  rise  in  prices  of 
exports  of  goods  and  services  from  1949  to  1955  was  but  27  per  cent  as 
against  a  rise  in  the  price  of  the  dollar  of  43  per  cent.  Hence  British 

18  See  International  Monetary  Statistics,  May,  1955,  pp.  58-59,  for  a  description  of 
the  Brazilian  system,  and  also  see  A.  Kafka,  "The  Brazilian  Exchange  System," 
Review  of  Economics  and  Statistics,  August,  1956. 

19  W.  Thorpe,  Trade,  Aid,  or  What?  1954,  p.  112. 

20  But  cf .  the  interesting  article  by  G.  Orcutt,  Review  of  Economics  and  Statistics, 
February,  1955, 
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exports  had  become  cheaper,  especially  in  view  of  the  rise  of  export 
prices  in  the  United  States.21 

Despite  the  fact  that  the  excess  of  imports  of  sterling  countries  after 
the  war  was  much  reduced  over  the  prewar  period  relative  to  the  rise  of 
prices,  incomes,  and  trade,  the  sterling  area  continued  to  suffer  from 
shortages  of  reserves.  In  these  years  and  particularly  in  response  to 
depreciation  and  to  the  Korean  War,  the  British  dependencies  con- 
tributed toward  a  solution  of  the  reserve  problem  (prices  of  their  exports 
soared),  but  other  sterling  countries  and  also  the  United  Kingdom  tended 
to  drain  resources  through  excessive  imports.  Had  it  been  possible  for 
the  United  Kingdom  and  other  sterling  countries  to  expand  exports 
greatly,  the  effects  might  have  been  more  favorable.  But  the  elasticity 
of  demand  for  sterling  exports  is  not  high,  and  it  would  require  a  very 
high  elasticity  to  raise  exports  to  a  level  sufficient  to  offset  a  30  per 
cent  depreciation  and  provide  a  large  inflow  of  dollars. 

Harrod  is  quite  right  in  his  claim  that  even  on  the  assumption  of 
high  elasticities  of  demand  for  manufactured  goods,  price  concessions 
induced  by  devaluations  would  contribute  only  in  a  small  way  toward 
closing  the  dollar  gap.  He  criticized  the  devaluation  program  effectively 
on  other  grounds  also:  the  unwisdom  of  using  it  to  close  a  gap  in  trade 
rather  than  as  a  mechanism  for  bringing  costs  in  line  with  prices  ( though 
I  suggest  these  may  be  related ) ,  the  impotency  of  this  weapon  when  the 
demand  for  imports  of  the  country  imposing  it  is  highly  inelastic  and 
therefore  results  in  no  concession  of  dollar  prices  of  imports,  the  adverse 
effects  on  the  terms  of  trade,  the  difficulties  of  capturing  third  markets 
through  devaluation,  the  bad  timing  of  the  devaluation  which  should 
have  followed  treatment  of  inflation,  and  the  excessive  degree  of  de- 
valuation, which  would  have  required  a  vast  expansion  of  exports  for  its 
success.22 

21  H.  M.  Stationery  Office,  The  Economic  Implications  of  Full  Employment,  Cmd. 
9725,  1956,  p.  13. 

22  R.  F.  Harrod,  "Imbalance  of  International  Payments,"  International  Monetary 
Fund  Staff  Papers,  April,  1953,  pp.  17-18,  24-28,  and  The  Dollar,  pp.  125-129. 


CHAPTER  26 

Adequacy  of  Reserves  and  the  Price  of  Gold1 


Introduction 

One  approach  to  the  dollar  shortage  is  to  raise  the  price  of  gold.  In 
an  essay  in  the  International  Monetary  Fund  Staff  Papers,2  Mr.  Harrod 
proposed  a  rise  in  the  price  of  gold  as  a  means  of  solving  the  problem 
of  the  dollar  shortage.  Estimating  the  dollar  deficit  at  $2  billion  for  the 
average  of  years  1950-1951  and  1951-1952,  he  concluded  that  it  is  only 
necessary  to  raise  the  price  of  gold  as  much  as  prices  of  international 
commodities  had  risen  since  the  prewar  period  (1%  times)  in  order 
to  provide  the  required  dollars.  (As  we  have  seen,  the  dollar  deficit  may 
well  be  much  greater. ) 

Assuming  that  gold  production  were  to  have  risen  from  1936-1938  to 
1954  about  as  much  as  world  production  and  trade  generally  (about 
one-third)  and  that  the  price  of  gold  were  to  have  risen  as  much  as  the 
prices  of  international  commodities  did  (representing  an  increase  of  1% 
times),  then  the  annual  value  of  output  outside  the  United  States  and 
the  U.S.S.R.  would  have  risen  to  $2,550  million  and  exactly  balanced 
the  annual  surplus  of  goods  and  services  exported  by  the  United  States 
of  $2,462  million.  Then  the  average  balance  of  long-term  capital  ex- 
ports from  the  United  States  of  $851  million  (1950  to  1952)  would  pro- 
vide the  required  rise  of  reserves  for  the  rest  of  the  world.  May  I  say  at 
the  outset  that  one  can  raise  some  objections  to  this  analysis.  First, 
would  production  have  risen  by  one-third?  Second,  Mr.  Harrod  seems 
to  leave  out  of  account  various  leakages:  diversion  of  gold  to  hoards  and 
failure  of  gold  countries  to  share  their  increased  dollars  with  others,  a 
point  suggested  by  their  tendency  to  increase  imports  from  dollar 
countries.  More  on  this  later.3 

1  Reserves  are  also  considered  in  the  next  chapter. 

2  R.  F.  Harrod,  "Imbalance  of  International  Payments,"  International  Monetary 
Fund  Staff  Papers,  April,  1953,  especially  pp.  10-12. 

3  Criticisms  of  Harrod's  position  arise  in  part,  as  we  shall  see,  from  the  relevance 
of  fiscal,  monetary,  exchange,  and  other  policies;  that  is,  the  reserves  required  de- 
pend on  the  manner  in  which  these  policies  are  applied.  The  appropriate  amount  of 
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A  rise  in  the  price  of  gold  has  many  appeals.  In  this  manner,  aid  can 
be  given  to  foreign  countries  without  additional  costs  to  the  American 
taxpayer.  Hence  budgetary  strain  is  relevant.  It  will  be  recalled  that 
Ernest  Bevin  as  Foreign  Secretary  once  proposed  that  the  United  States 
make  gold  available  to  Europe  as  a  means  of  alleviating  the  strain  on 
the  dollar  market,  hoping  that  aid  not  burdening  the  taxpayer  would  be 
welcome  here.  He  had  a  poor  press,  however,  and  his  proposal  got 
nowhere. 

A  game  might  be  played:  Periodically  the  price  of  gold  might  be 
raised,  or  the  excess  gold  received  by  this  country  turned  back  to  the 
rest  of  the  world.  A  variant  of  this  program  was  suggested  by  a  UN 
committee:  A  creditor  country  which,  because  of  depressed  conditions, 
cut  its  purchases  should  make  foreign  exchange  (e.g.,  dollars  or  gold) 
available  commensurate  with  its  reduction  of  purchases.  This  proposal 
is  not  unrelated  to  Keynes's  Bancor  scheme,  which  put  similar  obligations 
on  creditor  countries.  The  effect  of  all  these  proposals  would  be  to  sus- 
tain demand  for  products  of  the  economy  subject  to  external  strains. 

Another  advantage  of  a  higher  price  for  gold  could  be  that  gold  would 
be  revalued  in  this  country,  and  hence  (with,  say,  a  100  per  cent  rise) 
the  United  States  government  would  obtain  a  windfall  of  $22  billion. 
The  President's  budgetary  worries  might  well  then  be  over  for  years. 
But  should  the  government  spend  these  $22  billion,  the  result  would  be  a 
rise  of  bank  reserves  by  more  than  100  per  cent.  Hence  it  would  be  im- 
portant that  the  inflationary  effects  of  government  spending  of  funds 
obtained  through  this  windfall  should  be  offset  by  restrictive  operations. 
For  example,  the  monetary  authority  might  dispose  of  securities  in  the 
Reserve  bank  accounts  and  thus  deprive  the  money  market  of  resources. 
Indeed,  the  effects  on  the  government  security  markets  would  have  to 
be  carefully  watched.  Further  action  might  be  through  substantial  in- 
creases in  reserve  requirements,  which  would  require  congressional 
action.  Many  would  welcome  an  inflation  in  the  United  States  as  an 
approach  to  international  equilibrium.  Then  sales  of  securities  would  not 
be  required,  for  a  greater  rise  of  incomes  and  prices  here  would  increase 
imports  and  reduce  exports,  thus  helping  to  solve  the  dollar  problem. 
As  the  expansion  of  the  twenties  showed,  however,  authorities  here  are 
not  always  prepared  to  subordinate  monetary  policy  at  home  to  the 
requirements  of  countries  short  of  dollars. 

But  to  return  to  the  main  theme.  What  is  the  case  for  a  higher  price 
for  gold?  First  and  foremost,  dollar  shortage  could  thus  be  treated. 
Second,  and  related,  there  is  not  enough  gold  available  in  the  world. 

reserves  depends  also  on  the  definition  of  liquid  assets,  e.g.,  securities  highly  liquid 
in  international  markets.  Cf.  B.  Goodman,  "The  Price  of  Gold  and  International 
Liquidity,"  The  Journal  of  Finance,  March,  1956,  pp.  15-28. 
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How  much  gold  is  there  actually  in  relation  to  needs?  Let  us  deal  with 
the  second  question  first. 

Gold,  Prices,  and  Trade 

One  measure  of  the  appropriate  price  for  gold  is  the  relation  of  the 
price  of  gold  to  other  prices  ( Table  26-1 ) . 

On  the  basis  of  the  relative  movements  of  export  prices,  the  price  of 
gold  should  be  raised  from  $35  to  $69,  for  this  relative  increase  equals 
that  of  export  prices  from  1937  to  1952.  On  the  basis  of  all  international 
prices,  the  rise  should  be  to  $82,  but  one  might  contend  that  the  price 
of  gold  had  been  raised  by  67  per  cent  by  1934  and  yet  wholesale  prices 

Table  26-1.  Prices  of  Gold,  of  World  Export  Goods,  and  of 
Wholesale  Commodities 


Gold,  dollars  per  ounce 

Export  prices  (1950  =  100) 

Prices  of  wholesale  commodities,  United 
States  (1948  =  100) 


1929 

1937 

1952 

$20.67 

$35:00 

$35 . 00 

Not  available 

59* 

116 

60 

54 

107 

1953 


$35 . 00 
116 


106 


*  Note  that  Mr.  Harrod's  prices  of  international  commodities  rise  by  l1^  times 
(the  source  or  manner  of  computation  is  not  indicated) ;  my  figures  here,  by  less  than 
100  per  cent.  But  United  States  import  prices  rose  by  167  per  cent,  and  an  average  of 
United  States  export  and  import  prices  yield  a  figure  (rise)  of  133  per  cent  for  the 
period  1937  to  1952. 

source:  International  Financial  Statistics  and  United  Nations,  Yearbook  of  Inter- 
national Trade  Statistics,  1952. 

and  probably  export  prices  were  lower  in  1937  than  in  1929.  Hence,  why 
not  relate  gold  prices  to  other  prices  of  1929?  Should  the  relationships 
of  1929  and  1952  be  the  guide,  then,  since  wholesale  prices  rose  by  78 
per  cent,  the  dollar  price  of  gold  would  rise  from  $21  (the  1929  price) 
to  $38,  not  to  $82  as  suggested  above.  Another  relevant  factor  should 
be  noted.  From  1928  to  1938,  gold  output  rose  by  $9.6  billion  (at  $35  an 
ounce)  but  central  gold  reserves  rose  by  $15.9  billion.  In  this  manner 
(flow  of  gold  to  reserves  out  of  banks  and  circulation)  the  reserves  had 
been  increased  by  about  one-quarter.4  Even  if  we  assume  that  inter- 
national prices  had  risen  much  more  than  wholesale  prices,  as  suggested 
by  the  1937  to  1952  movement,  then  the  appropriate  rise  of  gold  prices 
for  1929  to  1952  would  be  from  $21  to  $43. 

On  the  whole,  the  case  seems  stronger  for  adjustment  in  the  price  of 
gold  according  to  developments  from  1929  to  1952  than  from  1934  to 

4  Figures  before  1938  from  Federal  Reserve  Board,  Monetary  and  Banking  Sta- 
tistics, pp.  542ff. 
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1952,  especially  since  the  gold  scarcity  has  been  eased  as  a  result  of 
withdrawal  of  gold  from  circulation.  ( More  on  this  later. ) 

We  should  note  that  total  gold  seemed  adequate  in  1928,  though  there 
were  serious  problems  of  maldistribution.  In  1938,  the  supply  of  gold 
seemed  more  than  adequate,  though,  of  course,  it  was  adequate  in  a 
world  of  large  amounts  of  unemployment  and  reduced  trade.  Thus,  from 
1928  to  1938,  world  trade  had  fallen  by  $9  billion,  or  30  per  cent.  In 
this  period,  wholesale  prices  had  fallen  but  10  per  cent.  Real  trade  had 
declined,  and  the  large  drop  in  dollars  of  trade  itself  reflected  a 
scarcity  of  gold.  At  1952  (or  1956)  levels  of  trade,  obviously  more  re- 
serves would  be  needed  than  on  the  basis  of  1938  trade. 

A  second  basis  for  measuring  the  adequacy  of  gold  is  to  compare 
gold  reserves  with  world  trade. 

Table  26-2 


1.  World  imports,  billions  of  dollars 

2.  World  gold  reserves 

3.  %  gold  reserves  to  imports 

4.  %  gold  and  foreign-exchange  reserves  to  imports. . 


1928 

1938 

30.6 

21.4 

9.8 

25.9 

32 

121 

42 

129 

1952 


68.9 
35.5 
52 

78 


sottkce:  "The  Adequacy  of  Monetary  Reserves,"  International  Monetary  Fund 
Staff  Papers,  October,  1953.  On  the  basis  of  figures  in  International  Financial  Statistics 
the  figures  would  be  47  (row  3)  and  74  (row  4)  for  1953. 

At  least  in  relation  to  trade,  reserves  are  much  too  low  compared  with 
1938  but  they  are  much  larger  in  relation  to  1928.  An  increase  of 
iys  times  in  the  price  of  gold  would  be  required  in  order  to  bring 
reserves  back  to  the  1938  relationship  to  trade.  The  shortage  is  much 
less  on  the  basis  of  gold  and  foreign  exchange,  but  it  should  be 
noted  that  foreign  exchange  is  a  claim  on  gold  and  really  suggests  a 
different  distribution  of  reserves  than  on  the  basis  of  gold  exclusively. 
Thus,  the  United  States  has  much  less  relatively  of  the  world's  gold  and 
foreign  exchanges  than  of  gold.  It  is  also  of  interest  that  whereas  foreign- 
exchange  reserves  were  31  per  cent  of  gold  reserves  in  1928  and  but  7 
per  cent  in  1938,  they  were  50  per  cent  of  gold  in  1952. 5  At  any  rate,  it 
is  fair  to  say  that  the  greater  availability  of  foreign  exchange  tends  to 
offset  to  some  extent  any  scarcity  of  gold.  But  let  me  emphasize  that 
both  reduced  trade  and  a  higher  price  for  gold  suggest  much  higher 
relative  reserves  in  1938  than  in  1928. 

The  adequacy  of  gold  or  reserves  is  a  much  more  complicated  prob- 
lem than  has  so  far  been  suggested.  Obviously,  a  comparison  with  the 

5  The  reader  should  compare  the  discussion  of  adequacy  of  reserves  in  the  chapter 
on  convertibility. 
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amount  of  trade  throws  some  light  on  the  matter,  but  many  problems 
are  involved. 

Other  Aspects  of  Adequacy 

Are  prices  falling  or  rising?  On  this  basis,  the  downward  pressure 
on  prices  already  evident  in  the  later  twenties  points  either  to  too  little 
gold  or  to  bad  distribution.  The  corrective  in  the  thirties  operated 
through  both  an  epidemic  of  devaluations  (higher  price  of  gold)  and 
a  reduction  of  prices,  trade,  and  income — increased  supply  and  reduced 
demands.  In  the  forties,  inflationary  pressures  point  to  a  weakening  of 
the  argument  for  a  higher  price  for  gold.  We  have  learned  not  to  be  too 
subservient  to  the  availability  of  gold. 

Are  reserves  being  used  effectively?  As  Keynes  observed  so  well  in 
his  Treatise,  tying  up  gold  in  minimum  reserve  requirements  ties  up  gold 
unnecessarily.  A  tendency  of  some  countries  to  hoard  gold  excessively 
embarrasses  other  countries  suffering  from  maladjustments.  The  United 
States  has  often  been  charged  with  failing  to  use  gold  imported  in  the 
twenties  to  raise  prices  and  in  the  thirties  with  failing  to  lend  more 
freely.  The  criticisms  in  the  twenties  were  overdone,  and  in  the  thirties 
the  problem  was  not  so  much  our  failure  to  lend  under  chaotic  condi- 
tions but  Europe's  refusal  to  keep  liquid  assets  in  Europe. 

The  adequacy  of  gold  reserves  depends  also  on  the  use  of  substitutes 
for  gold  (e.g.,  the  use  of  sterling  as  a  substitute  for  gold  in  adjusting 
balances),  on  the  monetary  and  fiscal  policies  of  countries  (e.g.,  more 
gold  is  needed  if  countries  are  not  prepared  to  take  protective  measures 
to  prevent  an  inflation  or  if  countries  gaining  reserves  do  not  seek  high- 
employment  objectives ) ,  on  the  availability  of  commodity  substitutes  for 
gold  (e.g.,  greater  recourse  to  stockpiles  reduces  the  need  for  imports 
and  offers  a  source  of  exports  as  a  substitute  for  gold  losses),  on  the 
extent  of  movements  in  the  terms  of  trade  likely  to  be  incurred,  on 
exchange  and  trade  policies  (e.g.,  a  greater  dependence  on  exchange 
flexibility,  exchange  controls,  or  other  restrictive  practices  makes  it 
possible  to  get  on  with  less  gold),  and  on  availability  of  long-term  or 
short-term  credits  ( or  the  possibility  of  aggravating  movements  of  short- 
term  capital).6 

Perhaps  we  should  also  consider  the  change  in  the  distribution  of  gold. 
Table  26-3  shows  some  relevant  figures. 

This  table  reveals  the  fact  that  the  large  gains  in  the  reserves  accrued 
to  the  United  States  and  the  large  losses  to  Europe.  Large  relative  gains 

6  Cf.  the  excellent  article  "The  Adequacy  of  Monetary  Reserves,"  International 
Monetary  Fund  Staff  Papers,  October,  1953,  especially  pp.  182-197. 
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Table  26-3 


< 

y0  world 

%  foreign 
exchange  to 
all  reserves 

%  world  trade* 

gold  reserves 

Exports 

Imports 

Avg 
1937- 
1938 

Avg 
1950- 
1952 

June, 
1954 

1937 

1952 

1937 

Avg 
1950- 
1952 

1937 

Avg 
1950- 
1952 

United  States 

54 

1 

3 

24 

14 

2 

3 

100 

69 
2 
5 

12 

6 

2 

3 

100 

65 
3 
5 
15 
7 
2 
2 
100 

10 
18 
10 

0 
63 
48 

8 

53/ 

34 

38 

9 

99 

81 

28 

16 

6 
29 
17 

9t 
17 

19 

10 

28 
12 
lOf 
14 

17 

9 
25 
11 

iot 

19 

Canada 

Latin  America 

24 
10 

Continental  EPU 

United  Kingdom 

Other  sterling  countries. . 
Rest  of  world 

24 
10 

9t 
12 

All 

*  Small  omissions. 

f  Exclusive  of  United  Kingdom  dependencies  =  4,  5,  5,  6. 

source:  Calculated  from  International  Financial  Statistics. 


were  also  registered  by  Canada  and  Latin  America.  Gains  of  the  United 
States  are  reduced  when  allowance  is  made  for  the  increased  importance 
of  trade:  Though  the  United  States  share  of  gold  rose  by  more  than  20 
per  cent  from  1937-1938  to  1950-1952,  the  share  of  United  States  import 
trade  rose  by  41  per  cent.  Relative  losses  of  reserves  for  Europe  were 
much  larger  than  the  loss  of  trade.  But  recall  the  gains  of  reserves  for 
Europe  in  1953  to  1956. 

To  understand  the  relevance  of  these  figures  it  is  necessary  to  take 
account  also  of  foreign-exchange  reserves — primarily  in  United  States 
dollars,  British  pounds,  and  European  Payments  Union  credits.  In  1952, 
net  short-term  liabilities  of  the  United  States  were  $7.8  billion,  or  $6.6 
billion  in  excess  of  the  1937  figure.  Liabilities  to  banks  and  to  foreign 
governments  amounted  to  $7.1  billion.  The  net  figures  (including  other 
short-term  liabilities  and  deducting  short-term  assets)  would  then  be  $6 
billion.  Against  a  rise  of  $10.5  billion  in  gold  for  the  United  States  over 
the  years  1937  to  1952,  the  short-term  obligations  to  banks  and  official 
agencies  had  risen  by  $6  billion.  From  this  viewpoint,  the  United  States 
position  seems  less  strong  than  from  an  inspection  of  gold  figures.  Thus 
of  all  reserves  (gold  and  foreign  exchange  net),  the  United  States  share 
was  46  per  cent  in  1937  and  in  1953.  With  United  States  imports  up  from 
10.4  per  cent  in  1937  to  14.5  per  cent  by  1952,  the  ratio  of  her  share  of 
reserves  of  gold  and  foreign  exchanges  to  her  share  of  imports  declined 
by  almost  30  per  cent. 
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Major  changes  of  gold  and  dollar  reserves  are  revealed  by  Table  26-4. 
It  will  be  noted  that  Western  Europe  and  Canada  especially  gained.7 

From  June,  1945,  to  June,  1954,  the  United  States  increased  its  supply 
of  gold  from  $20.3  billion  to  $22  billion,  or  $1.7  billion;  all  others  (except 
U.S.S.R.),  from  $13.3  billion  to  $15.1  billion,  or  $1.8  billion.  But  from 
1948  to  1954,  the  United  States  lost  $2.4  billion  and  all  others  gained 
$4.6  billion,  the  United  States  share  dropping  from  70  to  59  per  cent 
( roughly  its  percentage  in  1945 ) . 

The  United  Kingdom  position  is  especially  disturbing.  Not  only 
had  her  gold  reserves  declined  from  14  to  6  per  cent  of  world  reserves, 


Table  26-4 
(In  billions  of  dollars) 

Area 

Change,  June,  1945, 
to  March,  1948 

March,  1948,  to 
June,  1954 

All  areas 

Europe 

Latin  America 

Asia  and  Oceania 

-3.7 
-2.4 
-0.7 
-0.5 
-0.8 
-0.4 

+8.8 
+5.8 
+0.8 

+0.7 

Canada 

Africa  and  other 

+  1.7 
-0.1 

but  if  short-term  liabilities  are  deducted  (with  a  rise  of  $5  billion  to  $6 
billion  from  1937  to  1952),  then  the  reserves  minus  net  short-term 
sterling  liabilities  are  a  negligible  figure  for  1937  and  short-term  liabilities 
exceeded  reserves  in  1952  by  $8  billion.  In  1953  and  1954,  however,  her 
gold  reserves  rose  by  $1,050  million  and  her  foreign  exchange  declined 
by  $210  million.8  Her  gold  and  dollar  reserves  were  roughly  equal  in 
the  middle  of  1954  and  of  1955.  The  net  effect,  allowing  for  the  growth 
of  exchange  reserves,  is  a  reduction  of  strength  for  the  United  Kingdom 
and  the  United  States.  In  general,  for  the  other  groups  of  countries  the 
relative  gains  in  all  reserves  are  about  the  same  as  in  gold  reserves.  But 
whereas  Continental  EPU  countries  suffered  a  relative  loss  of  gold  re- 
serves from  24  to  12  per  cent,  their  loss  of  all  reserves  was  but  25  to  16 
per  cent.  Reserves  of  foreign  exchanges  are  much  less  desirable  now 
than  in  1928  and  1938,  for  with  the  exception  of  dollar  exchange,  there 
are  generally  restrictions  on  use.  The  vast  rise  of  dollar  liabilities  to 
foreign  governments  and  banks  stems  in  part  from  the  free  convertibility 
of  dollars  into  gold. 


7  Report  of  the  National  Advisory  Council  on  International  Monetary  and  Financial 
Problems,  1955,  pp.  11-13. 

8  The  latter  is  a  gross,  not  a  net,  figure. 

♦ 


466  Some  Aspects  of  Adjustment  in  the  Postwar  Period 

The  trends  continued  into  1956.  In  the  year  ending  June  30,  1956,  total 
reserves  of  the  world  (exclusive  of  the  United  States)  rose  $1.1  billion; 
those  of  the  United  States  rose  $138  million,  but  those  of  the  United 
Kingdom  declined  by  $309  million.  For  gold  the  respective  figures 
were  gains  of  $262  million  and  $138  million  and  a  loss  of  $300  million. 

In  one  respect  the  increase  of  short-term  liabilities  does  not  seem  so 
troublesome  for  the  British  economy  as  it  might  at  first  appear.  Though 
from  1937  to  1952  pound  liabilities  were  up  from  $4  billion  to  $9.6 
billion,  the  trade  (imports)  of  sterling  countries  was  up  from  $8  billion 
to  $21  billion.  Hence  it  may  be  assumed  that  the  sterling  short-term 
liabilities  are  not  excessive  relative  to  prewar.  In  fact,  it  has  been  held 
that  present  balances  are  a  minimum,  but  as  noted,  external  short-term 
liabilities  are  much  larger  relative  to  reserves  than  before  the  war. 

In  1948,  gross  liabilities  (foreign  exchange)  amounted  to  $13.3  billion: 
$2.9  billion  in  dollars  and  $11.5  billion  in  sterling.  By  1952,  $5.1  billion 
were  in  dollars  and  $6.5  billion  in  sterling.  The  sterling  was  held 
primarily  by  other  sterling  countries  ($4.48  billion),  rest  of  the  world 
($1.10  billion),  and  EPU  countries  ($899  million).9 

Price  of  Gold  and  the  Dollar  Problem 

I  now  turn  to  the  second  problem:  the  contribution  of  a  higher  price 
for  gold  to  the  solution  of  the  dollar  problem.  Obviously,  one  effect 
would  be  to  increase  the  dollar  value  of  gold  reserves.  A  doubling  in 
the  price  of  gold  (end  of  1954)  would  raise  the  dollar  value  of  gold 
reserves  by  about  $14.5  billion  outside  Canada  and  the  United  States. 
(I  am  discussing  a  doubling  in  the  price  of  gold,  since  proposals  have 
generally  been  for  drastic  revaluation,  though  I  believe  a  more  realistic 
approach  would  be  a  rise  of  about  50  per  cent,  a  figure  higher  than 
suggested  by  the  1928  to  1952  relationship  of  prices  but  much  lower 
than  that  suggested  by  1938  to  1952  relations. )  Inflationary  trends  are  a 
relevant  factor  in  suggesting  moderation.  In  this  manner,  the  problem 
of  inadequate  reserves,  which  is  part  of  the  dollar-shortage  problem, 
would  be  largely  solved  for  the  time  being.  Should  the  rise  bring  about 
a  large  expansion  in  prices  and  incomes,  then  the  solution  may  be  only 
short-lived.  But  in  view  of  the  fact  that  a  return  to  convertibility  in  1954 
was  held  to  be  hampered  by  a  deficiency  of  about  $3  billion  in  reserves, 
it  can  be  seen  that  a  rise  of  $14.5  billion  would  be  a  signal  contribution. 
The  gains  would  be  especially  important  for  Western  Europe,  which  has 
lost  reserves  relatively  to  world  reserves  and  relatively  to  trade. 

The  major  objective  of  a  rise  in  the  price  of  gold  would  be  to  increase 
annually  the  dollar  earnings  of  nondollar  countries.  How  much  reserves 
would  rise  would  depend  upon  the  effects  on  the  output  of  gold,  the 

9  "The  Adequacy  of  Monetary  Reserves,"  International  Monetary  Fund  Staff 
Papers,  October,  1953,  p.  225;  $1.1  billion  allowance  for  errors  and  omissions. 
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proportion  of  current  gold  output  used  for  the  accumulation  of  gold 
reserves,  and  also  the  use  made  of  additional  dollars  received. 

It  is  not  easy  to  estimate  the  rise  in  the  output  of  gold  in  response 
to  a  doubling  in  the  price  of  gold.  One  approach  is  to  look  backward 
and  see  how  much  the  output  rose  after  1933  with  a  rise  in  the  price 
of  67  per  cent.  From  1933  to  1936,  output  rose  by  32  per  cent  and  from 
1933  to  1940,  by  64  per  cent.10  Perhaps  a  100  per  cent  rise  would  have 
as  large  an  effect  as  the  67  per  cent  rise  in  the  thirties.  Effects  per  per- 
centage rise  in  price  would  be  less  now  both  because,  after  twenty  years 
of  additional  mining,  less  gold  is  available  and  because,  with  full  em- 
ployment, output  would  respond  less  to  higher  prices. 

Another  approach  is  to  gauge  the  effects  by  the  reduction  in  output  as 
commodity  prices  rose  by  more  than  100  per  cent  and  the  price  of 
gold  remained  unchanged.  The  average  output  in  1950  to  1952  was 
one-third  less  than  in  1937  to  1939.  We  might  then  assume  that  if  the 
price  of  gold  were  brought  into  prewar  relationship  with  United  States 
wholesale  prices,  gold  output  would  rise  by  50  per  cent  (a  decline  of 
one-third  corresponds  to  a  rise  of  one-half ) . 

Still  another  approach  is  to  estimate  output  response  on  the  basis  of 
an  estimated  price  elasticity  for  gold  production.  At  present  prices,  a 
10  per  cent  increase  in  the  price  of  gold  might  produce  an  increase  in 
the  output  of  gold  of  4  per  cent.  (This  is  based  on  an  estimate  of  Pro- 
fessor Tinbergen  of  elasticity  of  supply  of  mining  products.)  Then,  as 
price  rises,  output  would  continue  to  rise  but  at  diminishing  returns.  At 
a  price  of  $238  an  ounce,  the  elasticity  would  be  0.52,  and  at  $270,  0.50.11 

One  should  not  assume  that  all  gold  that  is  mined  is  added  to  gold 
reserves.  The  fact  is  that  large  amounts  go  into  private  hoards,  especially 
in  inflationary  periods  and  uncertain  times.  For  example,  the  comparison 
in  Table  26-5  is  of  some  interest. 

According  to  figures  provided  by  the  International  Monetary  Fund, 
from  1947  to  1952,  gold  production  was  almost  $5  billion  but  central 
reserves  rose  by  only  $1  billion.  According  to  the  Federal  Reserve  Board, 
private  holdings  of  gold — outside  the  Soviet  Union — rose  by  $4  billion 
from  1930  through  1953.  In  the  years  1944  to  1953,  private  demand 
absorbed  $3.7  billion  of  gold.  Both  inflationary  pressures  and  the  policy 
of  South  Africa  begun  early  in  1949  of  selling  gold  to  private  interests 
accounted  in  large  part  for  the  gains  of  hoards,  and  a  decision  of  the 
IMF  to  liberalize  its  position  on  sales  of  gold  tended  to  reduce  private 

10  Calculated  from  Federal  Reserve  Board,  Banking  and  Monetary  Statistics,  1943, 
p.  542. 

11 1  owe  this  to  J.  L.  Enos,  as  presented  in  a  paper,  "The  High  Price  of  Gold," 
for  the  Haberler-Harris  Seminar  on  International  Economic  Relations  at  the  Grad- 
uate School  of  Public  Administration,  Harvard  University.  This  paper  has  been 
published.  The  result  of  a  100  per  cent  rise  in  the  price  of  gold  would  be  an  in- 
crease in  output  roughly  of  40  to  50  per  cent  at  different  price  levels. 
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Table  26-5 
(In  millions  of  dollars) 


source:  International  Financial  Statistics. 

sales.12  Another  estimate  puts  the  ratio  of  additions  of  gold  reserves  to 
new  output  at  one-half  in  1946  to  1950,  less  than  one-quarter  in  1951 
(possibly  one-sixth),  by  1953  roughly  one-half,  and  by  1954  even 
higher.13 

Relevant  here  is  the  price  paid  for  gold  in  free  markets.  Bar  gold 
converted  at  free  exchange  rates  averaged  $48  to  $49  per  ounce  in  four 
countries  in  1948,  $43  to  $44  for  seven  countries  in  1949,  $40  to  $41  in 
1951,  and  (nine  countries)  $36  to  $37  in  October,  1953.  It  is  clear  that 
after  the  war  the  price  of  gold  for  a  substantial  part  of  sales  was  much 
above  the  $35  official  figure.14  The  tendency  of  the  price  to  decline  sug- 
gests that  the  market  for  gold  bars  outside  the  monetary  field  was  be- 
ginning to  be  saturated. 

A  rise  in  the  price  of  gold  does  little  good  as  far  as  the  shortage  of 
dollars  is  concerned  if  the  resultant  inflow  of  dollars  is  used  to  purchase 
more  in  dollar  countries.  In  this  connection,  note  that  in  1950  through 
1952  gold  production  in  Canada  and  the  United  States  averaged  $223 
million,  or  27  per  cent  of  the  world  total.  Any  gains  in  dollars  ac- 
cruing to  the  producers  of  these  two  countries  would  not  contribute 
greatly  to  the  solution  of  the  dollar  problem.  It  is  also  doubtful  that  the 
higher  price  for  7  per  cent  of  gold  production  of  Latin  America  would 
help  solve  the  dollar  problem,  in  part  because  Latin  American  reserves 
are  adequate15  and  in  part  because  any  deficiencies  are  the  result  of 
prices  not  likely  to  be  treated  by  a  higher  price  of  gold  but  especially 
because  Latin  America  imports  from  the  United  States  primarily  and 
hence  the  gains  of  dollars  would  not  accrue  to  others.  (Small  gains  for 

12  Federal  Reserve  Bulletin,  September,  1954. 

13  "Another  Chapter  in  the  Story  of  Gold,"  Midland  Bank  Review,  February,  1955, 
p.  3. 

14  Ibid.,  December,  1953,  p.  16. 

15  On  the  basis  of  past  relationships  Latin  American  reserves  are  adequate,  but 
on  the  basis  of  one  study  reserves  would  have  to  equal  90  to  100  per  cent  of  im- 
ports in  order  to  stabilize  imports  over  a  medium  period.  Then  an  addition  of  re- 
serves of  about  $3  billion  to  $4  billion  would  be  required.  B.  Brodevani,  "Latin 
American  Medium-term  Import  Stabilization  Policies  and  the  Adequacy  of  Re- 
serves," International  Monetary  Fund  Staff  Papers,  February,  1955,  pp.  286-287. 
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other  countries  would  follow  in  so  far  as  the  resultant  higher  incomes 
account  for  larger  purchases  by  these  countries  from  nondollar  countries, 
but  Canada's  imports  in  1952  were  74  per  cent  from  the  United  States, 
and  61  per  cent  of  Latin  America's  were  from  the  United  States  and 
Canada. ) 

The  major  gold  producer  is,  of  course,  the  Union  of  South  Africa, 
which  accounted  for  almost  half  the  world's  gold  production  in  1950  to 
1952.  A  higher  price  for  South  African  gold  would  undoubtedly  stimu- 
late imports  from  the  United  States  and  Canada.  In  1952,  her  imports 
from  these  countries  were  25  per  cent  of  her  total  imports.  It  is  probable 
that  of  additional  income,  her  imports  would  be  an  even  larger  per- 
centage. The  major  gains  of  a  higher  price  for  gold,  in  part  because 
sterling  countries  account  for  60  per  cent  of  gold  output  and  in  part  be- 
cause sterling  countries  trade  primarily  with  other  sterling  countries, 
would  accrue  to  sterling  countries.  Thus,  South  Africa  imported  48  per 
cent  of  its  goods  from  other  sterling  countries.  All  United  Kingdom 
dependencies  in  1952  exported  and  imported  46  per  cent  of  their  goods 
to  and  from  other  sterling  countries.  Other  sterling  countries  exported 
55  per  cent  and  imported  52  per  cent  from  other  sterling  countries,16 
but  South  Africa  has  balked  at  contributing  dollars  freely  to  the  dollar 
pool. 

In  order  to  assess  the  rise  of  gold  price  required  to  solve  a  given 
dollar  deficit,  it  is  necessary  to  estimate  the  effects  on  gold  output;  the 
leakage  of  gold  to  hoards,  reserves,  etc.;  and  the  use  of  gold  to  increase 
imports  from  dollar  countries  by  gold-producing  countries  and  also  by 
other  countries  which  profit  from  additional  sales  to  gold-producing 
countries.  When  an  estimate  is  made,  it  is  found  that  very  large  rises 
in  the  price  of  gold  are  required  and  vast  purchases  by  the  United 
States,  for  which  this  country  must  in  return  give  goods  and  services. 
For  the  major  gold-producing  countries  the  net  result  would  be  a  great 
subsidy,  a  tremendous  boom,  and  vast  profits  for  gold-mining  com- 
panies.17 

In  summary,  what  is  or  what  is  not  an  adequate  reserve  is  a  compli- 
cated problem,  depending  on  many  factors  such  as  willingness  to  use 
monetary  and  fiscal  policy  to  control  inflation  and  deflation,  the  place 
of  controls  of  foreign  payments,  the  availability  of  substitutes  for  gold 
reserves,  etc. 

One  way  of  increasing  reserves  is  to  raise  the  price  of  gold.  But  what 
is  the  appropriate  increase?  A  comparison  may  be  made  with  the  rise  in 
prices  of  international  commodities,  or  the  criterion  may  be  the  relation 
of  present  gold  reserves  to  world  import  trade.  In  relation  both  to  move- 

16  Figures  from  International  Financial  Statistics. 

17  Cf.  J.  L.  Enos  in  Public  Administration  Volume,  1955. 
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ments  of  international  prices  and  to  world  trade  since  the  prewar  period, 
an  increase  in  the  price  of  gold  by  more  than  100  per  cent  would  be 
required.  Should  the  base  period  be  the  twenties  or  thirties?  The  case 
for  a  large  rise  in  price  is  much  less  if  the  twenties  rather  than  the 
thirties  are  considered  the  base  period,  for  in  the  latter  period,  following 
a  devaluation  and  a  large  drop  in  prices  and  trade,  reserves  were  very 
high.  This  was  the  time  when  Graham  and  Whittlesey  could  write  a 
book  on  the  Golden  Avalanche.  Of  course,  in  so  far  as  an  improved 
distribution  of  reserves  can  be  effected,  a  rise  in  the  price  of  gold  may 
not  be  required.  In  this  connection,  it  should  be  noted  that  the  propor- 
tion of  United  States  reserves  of  gold  and  foreign  exchange  (net)  is 
but  one-half  as  large  relative  to  its  proportion  of  world  trade  in  1952  as 
in  the  prewar  period. 

Against  the  use  of  a  higher  price  of  gold  to  solve  the  problem  of  in- 
adequate gold  reserves  and  the  dollar  shortage,  the  following  arguments 
may  be  used:  With  a  revaluation  of  the  dollar  price  of  gold,  the  resultant 
drain  of  goods  from  this  country  benefits  foreign  countries  on  the  basis 
of  the  accidents  of  gold  output  and  distribution  rather  than  in  accord- 
ance with  political  objectives.  Again,  it  is  easy  to  exaggerate  the  net 
improvement  of  the  dollar  position  for  the  following  reasons:  First,  gold 
output  abroad  may  not  respond  greatly  in  a  full-employment  economy. 
Second,  there  will  be  leakages  resulting  from  increased  imports  from 
dollar  countries  by  the  gold-producing  countries  and  additions  to  their 
gold  reserves  and  hoards.  Third,  the  resultant  inflation  in  gold  countries 
will  cut  the  exports  in  real  terms.  (Against  this,  note  that  the  rise  of 
imports  and  reduction  of  exports  associated  with  inflation  in  the  United 
States  would  help  the  outside  world  to  solve  its  dollar  problems.  But 
note  that  the  United  States  is  not  often  prepared  to  determine  domestic 
policy  on  the  basis  of  international  requirements  of  countries  short  of 
dollars. )  Finally,  the  case  for  an  upward  revaluation  of  the  price  of  gold 
loses  strength  when  the  world-wide  problem  is  inflation  and  when  total 
monetary  supplies  are  not  closely  related  to  the  amount  of  gold. 

In  short,  one  of  the  major  arguments  against  a  higher  price  for  gold 
is  that  the  gains  would  be  concentrated  on  the  gold-mining  countries, 
though  some  of  the  gains  would  percolate  to  others.  As  a  result  of  the 
unfavorable  price  of  gold,  world  production  in  the  early  fifties  was  but 
two-thirds  that  of  prewar,  and  this  despite  various  subsidies  by  the 
gold-producing  countries.  In  1956,  it  seemed  that  the  quest  for  uranium, 
a  by-product  of  gold  (or  is  it  vice  versa?),  might  stimulate  gold  pro- 
duction greatly  in  South  Africa,  where,  it  has  been  said,  half  of  the 
world's  potential  supplies  of  uranium  are  to  be  found.18 

18  "Another  Chapter  in  the  Story  of  Gold,"  Midland  Bank  Review,  February,  1955, 
pp.  1-5. 
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Convertibility1 


Inconvertibility  and  Convertibility 

Before  the  Great  Depression,  owners  of  the  pound  sterling  and  many 
other  currencies  were  free  to  exchange  their  currencies  for  other  cur- 
rencies, without  interference,  without  permits,  and  therefore  they  were 
able  to  buy  in  the  cheapest  markets.  Ordinarily  they  exchanged  their 
currency  for  gold,  which  was  acceptable  to  the  foreign  creditor.  Even 
from  1931  to  1939,  the  holder  of  sterling  could  purchase  foreign  cur- 
rencies freely,  but  prices  of  these  currencies  fluctuated  to  some  extent. 

With  World  War  II  begins  the  age  of  inconvertibility.  Authority  re- 
stricts the  freedom  to  convert  the  pound  sterling,  say,  into  dollars.  The 
restraints  are  exercised  through  the  government  itself  providing  for 
bulk  purchases  in  nondollar  areas,  thus  curbing  the  conversion  of  the 
pound  sterling  into  dollars  for  some  purposes;  through  the  importation 
of  certain  commodities  being  subject  to  quotas  and  licenses  (hence 
conversion  of  the  pound  sterling  into  dollars  is  discouraged);  and 
through  any  request  for  dollars  being  subject  to  licensing.  The  incon- 
vertibility of  nondollar  currencies  into  dollars,  the  most  important  ex- 
pression of  inconvertibility,  was  the  common  practice  in  most  countries 
of  importance  during  the  first  ten  years  after  the  war. 

All  this  does  not  mean  that  convertibility  is  entirely  absent.  For  ex- 
ample, the  European  Payments  Union  (EPU)  provides  a  machinery 
for  relatively  free  transferability  of  European  currencies,  subject  to  re- 
straints on  capital  movements  and  the  retention  of  quotas  on  imports, 

1  There  is  an  increasing  literature  on  this  subject:  see,  for  example,  R.  Harrod, 
And  So  It  Goes  On,  1951,  and  The  Dollar;  International  Monetary  Fund,  Fifth  Annual 
Report  on  Exchange  Restrictions,  1954;  The  Randall  Report  and  Staff  Papers; 
L.  Robbins,  "The  International  Economic  Problem,"  Lloyd's  Rank  Review,  January, 
1953;  A.  C.  L.  Day,  "What  Kind  of  Convertibility,"  Lloyd's  Rank  Review,  April, 
1953;  A.  C.  L.  Day,  The  Future  of  £  Sterling,  1954;  R.  Marjolin,  "The  European 
Trade  and  Payments  System,"  Lloyd's  Rank  Review,  January,  1954;  D.  H.  Robertson, 
Rritain  in  the  World  Economy,  1954,  and  "Internal  and  External  Conditions  of  Con- 
vertibility," International  Chamber  of  Commerce,  May  20,  1953  (mimeographed); 
The  Economist  (frequent  references);  G.  Haberler,  Currency  Convertibility,  1954, 
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AMENDED  JANUARY  20,    1955 

UNITED     KINGDOM     EXCHANGE     CONTROL    REGULATIONS 
OUTLINE     OF     PERMISSIBLE     TRANSFERS 

The  arrow  indicates  direction  of  transfers,  permitted  without  individual  approval  by  the  Control, 
between  different  categories  of  sterling  accounts.    All  other  transfers  require  separate  approval. 


Broadly  speaking, 
transfers  between 
accounts  and 
countries  in 
this  group  are 
freely  permitted, 
but  some 

limitations  may  be 
imposed  by  local 
controls. 


SCHEDULED  TERRITORIES  ("Sterling  Area") 

United  Kingdom 

Australia,   Ceylon,    India,    New   Zealand,   Pakistan, 
Rhodesia  and  Nyasaland  Federation,  South  Africa 
British  Colonies,   Trust  Territories,  Protectorates,  etc. 
Burma 
Iceland 
Iraq 

Irish  Republic 
Jordan 
Libya 


TRANSFERABLE  ACCOUNT  COUNTRIES 

All  Countries,  except 

Intertransfers  -^      i  *  M    ^   i    •    ..     j 

freely  permuted         Turkey,*  Not  Listed 

Elsewhere  on  This  Chart 


REGISTERED  ACCOUNTS 


Available  to  residents  of  the  Transferable  Account 
countries  and  Turkey,  for  use  for  transactions  on  I 
the  London  gold  market,  as  well  as  for  transfers  i 
between  Registered  Accounts  and  for  transfers  as  | 
indicated,  including  the  sale  and  purchase  of  . 
United  States  and  Canadian  dollars. 
I 


AMERICAN  AND  CANADIAN  ACCOUNT  COUNTERS 


Transfers 

between 

accounts 

and 

countries 

this  group 

freely 

permitted 


AMERICAN  ACCOUNT 

Bolivia 

Colombia 

Costa  Rica 

Cuba 

Dominican  Republic 

Ecuador 

Guatemala 

Haiti 


Honduras  (Republic  of) 

Liberia 

Mexico 

Nicaragua 

Panama 

Philippine  Islands 

El  Salvador 

U.S.A.  and  its  Dependencies 

Venezuela 


Pacific  Islands 
formerly  under 
Japanese    but 
now  under  U.S. 
administration 


CANADIAN  ACCOUNT 

Canada 


♦Payments  with  Turkey  remain  on  a  "bilateral"  basis.  All  transfers  require  the  specific  approval  of  the  United 
Kingdom  Control,  except  transfers  between  Turkish  accounts,  from  Turkish  accounts  to  the  accounts  of  residents  of 
the  sterling  area,   and  from  Registered  Accounts  to  Turkish  accounts. 

adjusted  to  the  deficits  and  surpluses  of  the  members  of  the  EPU.  Thus 
in  1953  in  the  United  Kingdom,  exchange  control  was  not  imposed  on 
transfers  of  pounds  sterling  belonging  to  accounts  of  other  countries  in 
the  sterling  area,  but  all  payments  to  nonsterling  countries  required  ap- 
proval of  exchange-control  authorities.  This  privilege  was  granted  auto- 
matically for  licensed  imports,  contractual  payments,  and  many  types 
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Members  of  the  European  Payments  Unionf 

United  Kingdom  and  other  sched-  Iceland  (member  in  its  own  right 
uled    territories     (the    "sterling  though    also     included    in    the 

area")  scheduled  territories) 

Austria  Italian  monetary  area 

Belgian  monetary  area  Netherlands  monetary  area 

Denmark  (including  Faroe  Islands  Norway 

and  Greenland)  Portuguese  monetary  area 

French  franc  area  Sweden 

Germany — West  zones  Switzerland  and  Liechtenstein 

Greece  Turkey  (bilateral  country) 

f  All  of  these,  with  the  exceptions  indicated,  are  transferable-account  countries. 

of  noncontractual  payments.  "Payments  to  and  receipts  from  countries 
in  which  the  United  Kingdom  has  negotiated  monetary  agreements,  the 
American  account  area  and  Canada  may  be  made  either  in  sterling  or  in 
the  currency  of  the  paying/receiving  country  or  monetary  area.  Payments 
to  and  from  all  other  countries  are  predominately  effected  in  ster- 
ling .  .  .  ."  The  sterling  accounts  of  nonresidents  (residents  outside 
the  sterling  area)  are  "available  for  payments  in  the  sterling  area  and 
for  transfers  to  residents  in  the  same  country  or  monetary  area  as  the 
account  holder."  Privileges  here  vary  according  to  whether  the  sterling 
is  held  by  American  accounts  (which  may  even  be  transferred  to  dol- 
lars), transferable  accounts,  bilateral  accounts,  or  residual  groups.2 

As  of  early  1955  the  chart  on  page  472  indicates  the  transfers  allowed 
under  the  British  system.3 

By  the  end  of  1955,  much  progress  had  been  made  toward  convertibil- 
ity. With  25  per  cent  of  world  trade  and  30  per  cent  of  gold  and  foreign 
exchange,  the  sterling  area  is  of  special  importance.  Once  sterling  be- 
comes convertible,  the  smaller  countries  will  find  it  easier  to  introduce 
convertibility.  By  widening  the  transferable  area,  which  in  late  1955  in- 
cluded all  countries  outside  the  dollar  and  sterling  area,  the  United 
Kingdom  had  moved  far  in  the  direction  of  multilateralism  and  con- 
vertibility, for  transferable  currency  could  be  used  for  payments  to  and 
from  all  but  dollar  countries  and  could  be  converted  into  all  currencies 
but  dollars.  It  is  significant  that  the  discount  of  transferable  sterling  on 
the  dollar  market  dropped  from  20  per  cent  in  1949  to  1  per  cent  in  late 
1955.4 

2  See  International  Monetary  Fund,  Fourth  Annual  Report  on  Exchange  Restric- 
tions, 1953,  pp.  286-288. 

3  Midland  Bank  Review,  1955. 

4  Hearings  of  the  Subcommittee  of  the  Joint  Committee  on  the  Economic  Report 
on  Foreign  Economic  Policy,  1955,  pp.  183-187. 
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In  short,  by  1956  the  major  trading  nations  had  advanced  far  toward 
convertibility.  The  lessons  of  1946—1947,  when  the  British  dissipated 
large  reserves  as  a  result  of  a  premature  dash  toward  convertibility, 
had  been  learned.  The  relationship  of  internal  monetary  and  fiscal 
policies  and  controls  (see  later  discussion)  to  convertibility  by  1956  was 
a  matter  of  common  knowledge.  It  was  also  known  that  no  major  coun- 
try other  than  the  United  States  could  afford  convertibility  without 
pledges  on  the  part  of  those  sharing  common  reserves  concerning  the 
use  of  these  central  reserves.  That  the  magnitude  of  reserves  was  a 
relevant  condition  not  only  was  made  clear  by  the  1947  experience,  but 
was  made  doubly  clear  in  1955,  when  an  inflationary  boom  in  Great 
Britain  resulted  in  substantial  losses  of  reserves  and  increased  caution 
in  the  advance  toward  convertibility.  Complete  convertibility  of  sterling 
could  come  only  when  the  balance  of  the  sterling  countries  had  become 
sufficiently  strong,  given  their  reserves,  to  ensure  reasonably  stable  ex- 
changes. To  do  so  without  controls  required  a  widely  held  confidence 
that  the  sterling  countries  would  not  be  subject  to  large  and  continued 
strains.  Economic  strength  and  stability  and  a  minimum  of  political  in- 
stability were  conditions  for  a  successful  convertibility. 

By  1956,  currency  transferability  prevailed  for  countries  belonging  to 
the  EPU.  In  addition,  preparation  had  been  made  to  establish  a  $600 
million  European  convertibility  fund,  available  on  evidence  of  willing- 
ness to  cooperate  on  internal  policies.  The  dollar  was  a  convertible  cur- 
rency. As  has  been  noted,  sterling  was  convertible  for  dollar  countries, 
transferable  within  the  sterling  countries,  and  intertransfers  of  sterling 
were  freely  permitted  for  transferable-account  countries.  In  March, 
1954,  the  large  step  had  been  taken  of  making  the  pound  held  by  non- 
residents transferable:  seventy-nine  varieties  of  pound  sterling  had  be- 
come one.  But  the  dollar  was  available  to  sterling  countries  only  within 
the  limits  made  possible  by  dollar  reserves.  Ordinarily  transfer-account 
countries  could  not  convert  sterling  into  dollars,  though  as  free  sterling 
markets  grew  outside,  the  possibility  of  converting  sterling  into  dollars 
grew.5 

One  of  the  toughest  problems  confronting  countries  moving  toward 
convertibility  is  that  of  relating  it  properly  to  trade  and  exchange  poli- 
cies. Obviously  it  is  easier  to  introduce  convertibility  if  artificial  meas- 
ures are  taken  to  restrict  imports  or  stimulate  exports.  Professor  Triffin 
has  shown  as  well  as  anyone  the  folly  of  combining  convertibility  and 
an  excessive  movement  toward  free  trade.  The  restoration  of  a  multi- 
lateral system  of  trade  and  payments  must  be  accommodated  to  varying 
degrees  of  protection.  What  is  required  is  the  abandonment  of  discrim- 
ination, and  equal  access  in  third  markets.  A  rapid  removal  of  protection 

5  See  especially  the  valuable  volume,  J.  Polk,  Sterling:  Its  Meaning  in  World 
Finance,  1956,  especially  pp.  43-45,  80-96,  110-115. 
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can  only  jeopardize  convertibility.  Not  only  are  continued  restrictions 
required,  but  convertibility  must  be  accompanied  by  requests  to  other 
countries  to  restrain  their  demands  on  the  convertible  currency  or  con- 
vertibility will  be  short-lived.6 

The  Costs  of  Inconvertibility 

Why,  it  may  be  asked,  is  there  so  much  interest  in  the  return  to  con- 
vertibility? The  most  usual  explanation  is  that  under  inconvertibility,  the 
disposition  to  buy  in  the  cheapest  market  is  impaired.  If  dollars  are  not 
available,  the  Italian  importer  will  purchase  machinery  in  France  rather 
than  in  the  United  States,  despite  the  fact  that  French  machinery  is 
substantially  more  expensive  and  is  not  exactly  what  he  wants.  Hence 
the  gains  of  trade  are  greatly  reduced.  For  example,  late  in  1953  the 
price  of  cotton  was  32  cents  per  pound  in  the  United  States,  36  cents 
in  Pakistan,  and  even  much  higher  in  Brazil.  When  dollars  are  scarce 
or  unavailable,  the  British  may  have  to  buy  in  Brazil  or  Pakistan.  Copper 
was  priced  at  31.02  cents  per  pound  in  Canada,  35.50  cents  in  Chile,  and 
33.47  cents  in  Rhodesia.  Again,  copra  was  7  cents  per  pound  in  the 
Philippines  and  10  cents  in  Indonesia  in  1949.  These  are  examples  of 
the  possibilities  of  increased  costs  associated  with  the  pressure  to  buy 
in  nondollar  markets.7  The  reader  is  also  referred  to  Chapter  28,  where 
it  is  suggested  that  intra-Europe  and  intra-sterling-country  trade  was 
greater  than  might  have  been  expected  in  view  of  the  greater  availability 
of  United  States  commodities. 

Yet  it  is  easy  to  exaggerate  the  effects  of  diversion  into  more  costly 
markets  for  the  following  reasons:  First,  the  tendency  will  be  to  cut 
those  imports  from  dollar  countries  which  are  relatively  expensive  in 
the  dollar  countries,  that  is,  where  costs  are  high  or  not  much  lower 
than  elsewhere.  Second,  in  fact  the  unavailability  of  dollars  has  been 
treated  to  some  extent  by  special  measures  to  make  them  available  (e.g., 
under  the  Marshall  Plan),  and  the  result  of  thus  inducing  exports  from 
dollar  countries  has  often  been  higher  prices  for  commodities  from  dol- 
lar countries  (e.g.,  requirements  for  using  American  shipping).  In  fact, 
the  availability  of  aid  tends  to  increase  purchases  in  dollar  countries 
above  what  they  otherwise  would  be,  though  not  necessarily  in  excess 
of  purchases  in  the  absence  of  dollar  shortage.  What  I  am  suggesting 
here  is  that  the  availability  of  aid  tends  to  increase  purchases  in  dollar 
countries  because  these  purchases  are  subsidized.  This  is  an  offset  to  the 
increased  purchases  in  nondollar  countries. 

Third,  there  is  the  possibility  that  trade  blocs  (e.g.,  the  EPU)  may 
result  in  a  shift  of  tastes  and  an  increased  complementarity  of  output 

6  R.  Triffin,  "International  Currency  and  Reserve  Plans,"  in  Policies  to  Combat 
Depression,  1956,  pp.  377-404. 

7  Figures  from  International  Monetary  Fund,  International  Monetary  Statistics, 
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and  sales  between,  say,  the  United  Kingdom  and  France,  which  may 
on  this  account  increase  the  advantages  of  trade.  In  other  words,  diver- 
sions to  a  trade  bloc  may  to  some  extent  be  an  economic  rather  than  a 
noneconomic  diversion.8 

Fourth,  the  trend  of  trade  does  not  suggest  large  diversions  due  to 
lack  of  dollars  and  accompanying  inconvertibility.  Thus,  the  United 
States  share  of  exports  was  up  from  16  per  cent  in  prewar  to  19+  per 
cent  in  the  years  1950  to  1953  and  of  imports  from  17  to  24  per  cent. 
Indeed,  the  export  trade  of  Continental  EPU  countries  to  other  Conti- 
nental EPU  countries  rose  from  43  to  45  per  cent  from  the  prewar 
period  to  1950  to  1952.  Indeed,  this  might  be  explained  by  the  spe- 
cial facilities  made  available  under  the  EPU,  in  turn  related  to  the  dol- 
lar shortage.  Even  the  pattern  of  trade  of  the  United  Kingdom  did  not 
change  greatly.  With  the  EPU  countries  there  was  little  relative  change 
of  British  trade;  with  the  United  States,  a  decline  of  imports  from  20 
(prewar)  to  17  per  cent  (1950  to  1953);  with  Latin  America,  from  10 
to  7  per  cent;  with  United  Kingdom  dependencies  and  other  sterling 
countries,  a  rise  of  exports  from  39  to  47  per  cent  and  of  imports  from 
31  to  39  per  cent.  These  latter  figures  do  suggest  diversions.9 

A  comparison  of  the  trade  trends  of  Continental  EPU  countries  and 
the  United  Kingdom  points  to  greater  losses  for  the  latter  from  shifts 
of  trade,  the  explanation  certainly  being  to  a  substantial  degree  the 
unavailability  of  dollars.  The  shutting  out  of  the  products  of  hard-cur- 
rency countries  due  to  their  currencies  being  unavailable  not  only  meant 
purchase  from  high-cost  sources  to  some  extent  but  also  reduced  the 
stimulus  of  competition.  In  fact,  many  who  have  insisted  on  converti- 
bility have  argued  that  convertibility  forces  upon  a  country  the  appro- 
priate domestic  measures,  inclusive  of  monetary  and  fiscal  policies 
consistent  with  low  costs,  adequate  exports,  and  deterrents  to  excessive 
imports.10 

8  Cf.  Sir  Dennis  H.  Robertson,  Britain  in  the  World  Economy,  chap.  4. 

9  Figures  from  International  Monetary  Fund,  International  Trade  Statistics.  In  an 
able  treatment  of  customs  unions,  Professor  Meade  notes  that  the  promotion  of 
customs  unions  may  well  add  to  economic  welfare  when  the  partners  are  competitive 
but  might  well  become  complementary.  Also  relevant  is  the  fact  that  the  countries 
joining  are  the  major  suppliers  of  one  another.  Then  trade  diversion  will  be  less 
costly.  In  this  connection  the  large  intra-European  trade  means  that  the  exclusion 
of  imports  from  dollar  countries  is  less  costly  than  it  otherwise  would  be,  for  diver- 
sions are  relatively  small.  In  addition  to  the  figures  above,  note  the  following:  About 
70  per  cent  of  Continental  European  (Western)  trade  is  with  other  Western  Euro- 
pean countries  and  their  overseas  dependencies.  The  figure  before  the  war  was  about 
60  per  cent.  J.  E.  Meade,  The  Theory  of  Customs  Unions,  1955,  especially  pp.  107- 
115,  and  International  Monetary  Fund,  International  Financial  Statistics,  June,  1956. 

10  Cf.  R.  Harrod,  And  So  It  Goes  On,  1951,  chap.  12;  cf.  also  General  Agreement 
on  Tariffs  and  Trade,  International  Trade,  1953,  pp.  19-22,  where  the  increased 
importance  of  regionalization  in  trade  is  emphasized. 
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In  a  paper  written  for  the  International  Monetary  Fund,  Mr.  Harrod 
compiled  some  interesting  figures  which  indicate  the  shifts  of  trade  in 
the  postwar  period.  The  entire  shift  cannot  be  related  to  the  dollar 
shortage  and  inconvertibility,  but  surely  to  some  extent  the  explanation 
lies  in  this  direction.11 

First,  consider  United  States  imports.  Here  the  largest  rises  are  from 
countries  exporting  food  and  raw  materials.  Mr.  Harrod  estimated  re- 
ported imports  as  a  percentage  of  calculated  imports.  The  latter  are 
what  imports  would  have  been  in  1950-1951  if  they  had  increased  in 

Table  27-1.  United  States  General  Imports 


Latin  American  republics . 

Canada 

Continental  OEEC 

France 

Germany 

Italy 

Switzerland 

U.S.S.R 


United  Kingdom 

Other  sterling  area 

Australia 

India,  Burma,  and  Pakistan 

Malaya  and  Singapore 

Other  countries 

Japan 

Netherlands  West  Indies .  . . 
All 


Rise,  1950-1951 

avg.,  from  1936- 

1938  avg.,  millions 

of  dollars 


+2,580 

+  1,764 

+797 

+  132 

+87 

+81 

+98 

+8 

+226 

+  1,116 

+222 

+241 

+  193 

+925 

+25 

+  140 

+7,412 


Reported  imports, 
%  of  "calculated" 


192 

201 

103 

101 

70 

96 

169 

44 

77 

133 

330 

140 

70 

79 

38 

293 

131 


source:  R.  F.  Harrod,  "Imbalance  of  International  Payments,"  International 
Monetary  Fund  Staff  Papers,  April,  1953,  pp.  36-38. 

the  same  proportion  as  world  trade,  i.e.,  prewar  (1936  to  1938  average) 
trade  multiplied  by  three. 

The  relatively  poor  record  of  parts  of  Western  Europe  and  a  fortiori 
of  the  United  Kingdom  may  be  related  in  some  part  to  the  increased 
facilities  of  trade  with  Europe  and  within  the  sterling  area.  (The  United 
Kingdom  suffered  a  double  discouragement  in  that  its  exports  to  both 
Europe  and  sterling  countries  were  favored  by  this  double  converti- 
bility.) Another  relevant  consideration  is,  of  course,  that  as  a  result  of 
war  the  economic  ties  of  the  United  States  with  the  rest  of  the  Americas 

11 R.  F.  Harrod,  "Imbalance  of  International  Payments,"  International  Monetary 
Fund  Staff  Papers,  April,  1953,  especially  pp.  36-46. 
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were  greatly  strengthened.  United  States  imports  from  these  countries 
increased  from  36  per  cent  in  1936  to  1938  to  53  per  cent  in  1950-1951. 
Other  sterling-area  exports  to  the  United  States  (reported  United  States 
imports  as  a  percentage  of  calculated  exports)  equaled  those  of  all 
countries  and  hence  might  have  softened  the  impact  of  the  changed 
pattern  of  United  States  imports.  The  improved  export  position  of  the 
Americas  to  the  United  States  is  to  be  contrasted  with  the  weakened 
British  and  even  Western  European  position. 

But  to  understand  the  currents  of  trade,  we  have  to  consider  further 
what  was  imported  in  the  prewar  and  postwar  periods.  A  consideration 

Table  27-2 


Imports 

%  reported  imports 
to  "calculated" 

Rise  of  United  States 

imports  from  1936-1938 

avg.  to  1950-1951  avg., 

millions  of  dollars 

Petroleum  products 

471 
333 
317 
290 
203 
153 
142 
132 
118 

552 

Wool,  unmanufactured 

Machinery  and  vehicles 

513 

179 

Coffee 

Metals  and  manufactures 

1,086 
1,092 

Wood  and  paper 

Animal  products,  edible 

Other  nonmetallic  minerals 

Rubber,  crude 

944 
308 

258 
455 

source:   R.   F.    Harrod,    "Imbalance   of  International   Payments,' 
Monetary  Fund  Staff  Papers,  April,  1953,  p.  38. 
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of  individual  imports  helps  to  account  for  the  great  expansion  of  ex- 
ports to  this  country  from  Latin  America  (coffee,  petroleum,  and  wool) 
and  Canada  (metals,  wood,  and  paper).  It  will  be  noted  that  nine 
classes  of  commodities  in  Table  27-2  accounted  for  72  per  cent  of  all 
imports  in  1950-195 1.  The  largest  gains  were  in  raw  materials  and  food. 
An  analysis  of  United  States  exports  reveals  similar  trends:  substantial 
relative  losses  of  exports  to  Europe  and  gains  to  dollar  countries.  On 
the  same  basis  as  for  imports,  reported  United  States  exports  as  a  per- 
centage of  "calculated"  exports  were  as  follows:  all,  132;  Latin  Ameri- 
can republics,  214;  Canada,  165;  Continental  Organization  for  European 
Economic  Cooperation,  138;  United  Kingdom,  47;  other  sterling  area, 
121.  The  relative  decline  of  imports  of  the  United  Kingdom  from  the 
United  States  was  especially  marked:  a  rise  (in  dollars)  of  42  per  cent 
from  the  average  of  1936  to  1938  to  the  average  of  1950-1951  as  com- 
pared with  an  over-all  rise  of  United  States  exports  of  294  per  cent.  In 
contrast  to  a  rise  of  United  States  exports  of  245  per  cent  from  1938  to 
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1948-1951  for  France,  of  517  per  cent  for  Germany,  and  of  617  per  cent 
for  Italy,  that  for  the  United  Kingdom  was  but  32  per  cent.  Whereas 
there  were  large  rises  from  1938  to  1948-1951  in  exports  of  United 
States  manufactures  of  textiles,  iron  and  steel  mill  products,  machinery 
and  vehicles,  electrical  and  industrial  machinery,  automobiles,  parts  and 
accessories  to  OEEC  countries,  there  was  a  marked  decline  to  the 
United  Kingdom  or  a  slight  rise.  The  tendency  of  the  British  to  make 
sacrifices  is  especially  evident  in  a  decline  in  imports  from  dollar  coun- 
tries of  manufactures  of  tobacco  as  against  a  rise  of  more  than  one- 
half  for  all  OEEC  countries.  The  tendency  to  shift  from  dollar  markets, 
as  well  as  loss  of  competitive  power,  is  indicated  by  a  rise  in  dollar 
purchases  by  the  United  Kingdom  of  raw  cotton  from  the  United  States 
only  one-half  as  great  as  for  all  OEEC  countries.12  It  should  be  noted, 
however,  that  among  the  United  States  exports  which  increased  greatly 
were  coal,  animal  products,  wheat  and  wheat  flour,  other  vegetable 
products,  and  foodstuffs.  The  United  Kingdom  either  was  not  greatly 
interested  in  these  imports  from  the  United  States  (e.g.,  coal)  or  else 
managed  to  get  along  without  substantial  increases  in  dollar  value  and 
( generally )  decline  in  real  value  ( e.g.,  foodstuffs ) . 

In  general,  we  may  conclude  that  there  was  some  diversion  of  trade 
into  uneconomic  channels  and  especially  of  United  Kingdom  trade, 
but  the  adverse  effects  are  sometimes  exaggerated. 

The  Return  to  Convertibility 

At  what  rate  should  the  movement  toward  convertibility  proceed? 
Few  would  insist  upon  a  sudden  and  complete  resumption  of  converti- 
bility. At  first,  convertibility  might  be  limited  to  one  or  a  few  strong 
currencies,  to  nonresident  accounts,  and  to  current  transactions.  Of 
course,  if  all  Western  European  countries  returned  simultaneously  to 
convertibility,  the  chances  of  success  might  be  increased.  Should  the 
United  Kingdom  return  to  convertibility  alone,  then  there  is  the  dan- 
ger that  the  other  EPU  countries  ( and  even  sterling  countries )  and  non- 
dollar Latin  American  countries  would  tend  to  increase  their  sales  in 
the  British  market  and  restrict  imports  from  the  United  Kingdom,  thus 
tending  to  accumulate  pounds  sterling  which  might  be  converted  into 
dollars.  The  Payments  Union  countries  would  pay  through  the  EPU 
(the  United  Kingdom  thus  accumulating  European  currencies)  and 
receive  pounds  sterling  convertible  into  dollars.  Obviously,  a  return  to 
convertibility  by  the  United  Kingdom  would  require  cooperation  from 
those  countries  that  might  use  their  balances  with  the  United  Kingdom 
as  an  instrument  for  securing  dollars.  The  dollar  position  of  many  coun- 

12  Ibid.,  pp.  39-46. 
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tries  might  be  so  weak  that  convertibility  would  be  an  unwise  risk.  As 
is  noted  in  the  Randall  Commission  Staff  Papers,  imports  of  the  sterling 
area  from  the  rest  of  the  world  amount  to  about  $12  billion,  of  which 
$3  billion  are  from  dollar  countries.  The  crucial  issue  becomes  one  of 
the  extent  to  which  the  $9  billion  of  nondollar  imports  might  be  con- 
verted into  dollars.  This  is  aside  from  the  possibility  of  converting  ster- 
ling balances  of  £3.5  billion  related  to  past  transactions.13 

A  return  to  convertibility  of  smaller  countries  would  raise  even  more 
serious  problems  than  for  Great  Britain.  Thus  the  authorities  of  the 
Netherlands  note  that  only  15  per  cent  of  their  exports  yield  dollars. 
But  should  the  gulden  become  convertible,  all  exporters  to  the  Nether- 
lands would  be  allowed  to  exchange  guldens  for  dollars.  The  resulting 
pressure  on  the  dollar  and  gold  reserves  of  the  Netherlands  might  well 
be  imagined  and  especially  if,  as  seems  not  unlikely,  the  result  was  in- 
creased restrictions  on  Netherlands  exports  as  a  means  of  replenishing 
dollar  reserves  of  countries  short  of  dollars.  Under  these  conditions,  the 
Netherlands  might  remain  in  the  EPU  and  watch  her  reserves  dwindle 
as  other  European  countries  obtain  access  to  the  dollar  market  through 
sales  of  gulden,  or  leave  the  EPU  and  watch  European  countries  dis- 
criminate against  her.  Such  considerations  may  well  explain  why,  even 
as  late  as  1954,  forty-seven  out  of  fifty-seven  countries  retained  their  re- 
strictions on  transfers  and  payments  on  current  account  trade  under 
Section  II  of  Article  14  of  the  IMF  charter:  They  were  fearful  that  if 
they  moved  too  fast  in  removing  restrictions,  they  would  become  sub- 
ject to  pressures  from  other  countries  on  their  reserves.  No  one  country 
dares  get  too  far  out  of  line.  Even  Great  Britain  must  be  sure  of  its 
competitive  position,  of  the  present  and  future  balance,  of  adequate 
reserves  to  meet  the  demands  of  other  countries  for  dollars  through  the 
pound  market,  and  must  have  agreements  with  other  countries  not  to  dis- 
criminate against  the  British  and  unfairly  penetrate  their  market.  The 
British  have  had  a  foretaste  of  this  kind  of  pressure:  Frequently,  when 
they  freed  the  markets  for  raw  materials,  purchasers  of  dollar  commodi- 
ties with  transferable  sterling  would  under  some  conditions  sell  for  soft 
currencies,  thus  involving  the  British  in  dollar  losses,  or  many  indulged 
in  the  "shunting"  process;  that  is,  they  purchased  transferable  pounds 
sterling  at  a  discount,  used  the  proceeds  to  buy  goods  in  sterling  coun- 
tries, and  then  would  sell  for  dollars,  thus  depriving  the  British  of  poten- 
tial dollar  earnings.  In  order  to  discourage  this  process,  the  British 
authorities  had  to  support  transferable  sterling.14 

13  Randall  Commission  Staff  Papers,  pp.  480-483. 

14  On  these  issues,  see  New  York  Reserve  Bank,  Monthly  Review,  May,  1955,  pp. 
54-56;  International  Financial  News  Survey,  May  21,  1954,  p.  360,  and  Oct.  8, 
1954,  pp.  117-119. 
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Other  nondollar  countries  might  greatly  improve  their  dollar  position 
by  taking  advantage  of  the  British  return  to  convertibility.  From  the 
British  viewpoint,  it  would  probably  be  better  for  the  countries  in  an 
impoverished  dollar  position  to  make  their  currencies  convertible  at 
the  same  time  as  the  British  do.  These  countries  would  be  more  likely  to 
take  proper  measures  when  the  loss  of  dollars  would  be  felt  directly 
(e.g.,  an  exchange  of  francs  for  dollars)  than  if  the  burden  of  dollar 
shortage  could  be  shifted  primarily  to  the  United  Kingdom.  Of  course, 
however,  it  would  do  the  British  little  good  if  the  European  countries 
resumed  convertibility  before  their  international  position  was  strong 
enough  to  ensure  success.  They  would  then  be  forced  to  introduce 
increased  restrictions  on  trade  as  a  means  of  maintaining  convertibility 
in  the  face  of  declining  reserves.  It  is  scarcely  necessary  to  add  that  Con- 
tinental countries  with  some  enthusiasm  for  convertibility,  e.g.,  Germany 
and  Switzerland,  are  even  less  able  to  undertake  the  task  independently 
than  are  the  British. 

In  1954-1955,  further  progress  was  made  toward  convertibility,  and 
that  despite  the  British  crisis.  In  preparation  for  convertibility  the 
OEEC  countries  continued  to  remove  or  reduce  discrimination  against 
dollar  imports,  thus  continuing  the  1953-1954  trend.  Austria,  France, 
Norway,  Portugal,  and  Turkey  in  the  OEEC  group  alone  maintained 
restrictions  on  all  dollar  imports.  Switzerland's  liberalization  of  dollar 
imports  from  Great  Britain  was  98  per  cent;  the  Benelux  countries,  86 
per  cent;  and  Western  Germany,  60  per  cent.  But  some  quantitative 
restrictions  inclusive  of  exchange  control  still  prevailed  in  1955  among 
the  General  Agreement  on  Tariffs  and  Trade  countries,  which  ac- 
counted for  80  per  cent  of  world  trade.  Of  the  thirty-three  countries 
with  which  the  United  States  maintained  trade  agreements  under  the 
GATT,  twenty-two  (and  these  generally  the  most  important  trading 
countries)  imposed  quantitative  controls  against  dollar  countries  in  early 
1955.  In  addition,  several  countries  not  associated  with  the  GATT,  but 
tied  to  the  United  States  through  trade  agreements,  also  imposed  quan- 
titative restrictions.  As  these  restrictions  are  weakened  or  withdrawn, 
the  pressure  for  increases  in  tariffs  grows.  The  industries  deprived  of 
their  protection  are  often  not  prepared  for  such  large  movements  to- 
ward free  trade.  When,  as  in  Latin  America,  much  recourse  is  had  to 
exchange  control,  multiple  exchange  rates,  and  quotas,  the  use  of  tariffs 
is  greatly  restricted.15 

Convertibility  is  bound  to  be  unsuccessful  unless  all  nondollar  coun- 
tries are  roughly  in  balance  with  the  dollar  countries,  and,  it  should  be 
noted,  each  country  which  is  not  in  over-all  balance  is  a  potential  drain 

15  U.S.  Tariff  Commission,  "Operation  of  the  Trade  Agreements  Program,"  Eighth 
Report,  July  1954-June  1955,  1956,  chap.  6. 


482  Some  Aspects  of  Adjustment  in  the  Postwar  Period 

on  the  dollar  account.  By  over-all  dollar  balance  I  mean  here  that  any 
dollar  deficit  on  current  account  can  be  made  up  by  capital  move- 
ments (credit)  and  temporarily  by  use  of  reserves. 

The  Problem  of  Reserves 

Even  by  1953-1954  there  were  many  who  held  that  Europe  was  ready 
for  convertibility;  there  were  even  those  who  held  that  reserves  at  the 
late  1953  level  were  adequate  and  that  any  further  replenishment  of 
reserves  through  loans  would  be  wasteful  in  that  it  would  remove  the 
incentive  for  European  countries  to  put  themselves  on  a  competitive 
basis.  With  $2.5  billion  rise  of  reserves  of  gold  and  dollars  in  the  year 
1953  and  $2  billion  in  1954,  the  position  of  nondollar  countries  was 
further  strengthened.  From  1950  to  1955  non-Communist  countries  out- 
side the  United  States  added  $10  billion  in  gold  and  dollar  reserves. 

It  must  be  said  at  the  outset  that  it  is  not  easy  to  determine  the  pre- 
cise amount  of  reserves  that  are  required.  The  IMF  had  expressed  the 
issues  well:16 

For  such  a  country,  what  is  an  adequate  level  of  reserves?  Four  standards, 
each  more  rigorous  than  the  preceding,  can  be  suggested: 

1.  Enough  to  enable  a  country  in  bad  years,  by  resort  to  restrictions,  to 
maintain  its  external  debt  payments  and  to  purchase  the  goods  and  services 
necessary  to  avoid  hardship  to  its  population  or  dislocation  to  its  economy 
and  the  possible  emergence  of  an  exchange  crisis,  i.e.,  to  permit  a  reasonable 
distribution  over  time  of  the  payments  which  it  can  afford  to  make  over  the 
entire  cycle; 

2.  Enough  to  maintain  currency  convertibility,  barring  a  severe  depression, 
but  with  occasional  necessity  to  resort  to  trade  and  exchange  restrictions  for 
balance  of  payments  purposes; 

3.  Enough  to  maintain  currency  convertibility,  barring  a  severe  depression, 
but  without  the  necessity  for  occasional  resort  to  trade  and  exchange  restric- 
tions; 

4.  Enough  to  maintain  currency  convertibility,  even  through  severe  depres- 
sions (but  not  through  prolonged  periods  of  international  deflation  such  as 
occurred  in  the  thirties),  without  either  the  necessity  for  occasional  resort  to 
trade  and  exchange  restrictions  or  the  necessity  for  resorting  to  domestic 
deflationary  policies  for  the  purpose  of  restraining  imports,  even  if  this  in- 
volves a  substantial  drain  on  reserves. 

The  nature  of  the  problem  is  suggested  by  Table  27-3. 

Actually,  the  nondollar  countries  would  have  to  raise  their  gold  re- 
serves by  $23.6  billion  and  their  gold  and  dollar  reserves  by  $22.1  bil- 
lion in  order  to  bring  their  reserves,  relative  to  import  trade,  back  to 
the  1938  level.  Even  if  close  to  $4  billion  in  gold  and  convertible  cur- 

16  "The  Adequacy  of  Monetary  Reserves/'  International  Monetary  Fund  Staff 
Papers,  October,  1953,  p.  188, 
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rencies  held  by  the  international  agencies  were  added,  the  deficit  would 
be  of  the  order  of  $18  billion  to  $19  billion.  Whereas  gold  reserves 
equaled  more  than  one-half  of  a  year's  import  trade  of  nondollar 
countries  and  gold  and  dollar  reserves  almost  two-thirds  in  1938,  the 
respective  figures  in  1953  (and  1954)  were  one-sixth  and  one-quarter. 

A  comparison  of  reserves    (and  trade  of  1938  and  1952  or  1953  or 
even  1955)  may,  however,  give  a  misleading  view  of  the  issues  involved 

Table  27-3.  Reserves,  Per  Cent  of  Import  Trade  of  All  Nondollar  Countries 


Year 

Gold 

Gold  and  foreign  exchange, 
dollars 

1938 
1953* 

55 
16 

64 

27 

*  Reserves,  September,  1953;  trade,  1953. 

source:  Calculated  from  International  Monetary  Fund,  International  Trade  Sta- 
tistics and  United  States  Treasury  Bulletin. 


Table  27-4 

Ratio  of  gold  reserves 
to  imports 

Ratio  of  gold  plus 

foreign-exchange 

reserves  to  imports 

1928 

1938 

1952 

1928 

1938 

1952 

1.  All  gold  and  reserves  inclusive 
of  international  agencies 

2.  United  States 

32 
85 
13 
25 

121 

592 
63 

78 

52 

202 

15 

20 

42 
85 
13 
45 

129 

592 

63 

32 

78 
202 

3.  United  Kingdom 

20 

4.  Continental  EPU  countries .  .  . 

36 

source:  "The  Adequacy  of  Monetary  Reserves,"  International  Monetary  Fund 
Staff  Papers,  October,  1953,  pp.  206-207. 

(with  allowance  for  gains  of  more  than  $3  billion  in  reserves,  1953  to 
June,  1955).  In  1938  reserves  were  high  because  of  both  the  epidemic 
of  devaluations  in  the  thirties  and  the  low  level  of  trade  and  prices. 
A  comparison  of  1928  and  1952  suggests  much  smaller  deficiencies  than 
that  of  1938  and  1952.  This  is  evident  from  Table  27-4. 

From  this  table  we  draw  the  conclusion  that,  as  compared  with 
1928,  reserves  were  more  than  adequate  in  1952.  The  important  ex- 
ceptions are  nondollar  Latin  American  countries,  with  gold  reserves 
down  from  58  per  cent  in  1928  to  23  per  cent  in  1952  and  all  reserves 
down  from  65  to  37  per  cent,  and  Continental  EPU  countries,  with  gold 
reduced  from  25  to  20  per  cent  of  import  trade  and  all  reserves  from 
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45  to  36  per  cent.  France  and  Italy,  in  particular,  have  suffered  large 
losses. 

Mr.  Willis,  of  the  United  States  Treasury  Department,  notes  that 
Western  Europe  and  its  dependencies  had  gold  and  dollar  reserves  as 
of  June,  1954,  equal  to  275  per  cent  of  annual  expenditures  of  the  area 
in  the  United  States  for  goods  and  services.  In  1928  the  corresponding 
figure  was  but  250  per  cent.  From  1949  to  the  middle  of  1954,  Willis 
observes  that  United  States  reserves  of  gold  minus  official  foreign 
dollar  balances  held  here  had  been  reduced  by  $6  billion  to  $15.3 
billion,  a  reduction  more  than  equal  to  the  $5  billion  disinvestment 
of  the  United  States  abroad  (excess  of  government  net  out-payments 
over  net  deliveries  of  goods  and  services).  Foreign  reserves  of  gold 
and  dollars  had  increased  by  $9  billion  in  this  period.17 

Of  course,  we  should  not  assume  that  reserves  abroad  were  adequate 
in  1928.  Europe  had  been  suffering  from  severe  monetary  restrictions 
in  the  late  twenties,  and  soon  an  economic  catastrophe  was  to  occur — 
related  at  least  in  part  to  the  inadequacy  and  bad  distribution  of  reserves. 
In  the  fifties,  the  world  has  to  contend  with  volatile  changes  in  import 
and  export  prices,  political  uncertainties,  unpredictable  attitudes  to- 
ward foreign  aid  on  the  part  of  the  United  States,  great  structural 
changes  in  trade,  reduced  corrective  movements  of  capital,  possibilities 
of  restrictions  on  movements  of  gold  and  desired  currencies,  and  in- 
creased speculative  influences — all  these  tend  to  increase  the  need  of 
reserves. 

But  let  us  return  to  the  1938  reserves,  recalling  that  this  comparison 
exaggerates  the  deficiencies  of  today. 

The  problem  is  not  only  one  of  inadequate  reserves  relative  to  trade 
but  also  one  of  maldistribution.  Below  I  present  the  ratio  of  reserves 
to  trade  for  all  EPU  Continental  countries,  the  United  Kingdom,  and 
four  other  EPU  countries.  Gold  reserves  were  badly  distributed  in 
1938,  with  a  range  of  32  to  208  per  cent  of  import  trade;  in  1953,  the 
range  was  from  14  per  cent  for  France  to  124  per  cent  for  Switzer- 
land, with  an  average  of  23  per  cent  for  Continental  EPU  countries. 
It  is  obvious  that  a  return  to  convertibility  would  involve  France  and 
Italy,  with  gold  reserves  of  14  and  15  per  cent  of  import  trade,  in 
much  greater  risks  than  Switzerland  with  124  per  cent.  But  France 
made  substantial  gains  during  the  course  of  the  next  1%  years — a  rise 
of  more  than  100  per  cent.  Incidentally,  the  United  Kingdom  gold  re- 
serves relative  to  import  trade  had  declined  from  111  to  28  per 
cent.  (The  decline  is  even  greater  if  comparison  is  made  with  1937. 
Gold  reserves  had  fallen  from  $4.1  billion  in  1937  to  $2.9  billion  in 

17  G.  H.  Willis,  "Convertibility — The  Current  Approach,"  The  Journal  of  Finance, 
1955,  pp.  160-161. 
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1938.)    Note  the  large  fluctuations  of  gold  reserves,  especially  of  the 
United  Kingdom. 

From  1952  to  1954,  the  distribution  of  reserves  continued  to  improve. 
Whereas  the  United  States  lost  7  per  cent  of  its  reserves,  the  world 
gained  7  per  cent.  With  imports  down  by  3  per  cent  in  these  two  years, 

Table  27-5.  Gold  Reserves  (End  of  Year),  1938  to  1953 
(In  millions  of  dollars) 


Year 

All  nondollar 

United 

Continental 

countries 

Kingdom 

EPU  countries 

1937 

11,750 

4,147 

5,945 

1938 

10,992 

2,877 

6,060 

1950 

11,721 

2,900 

3,950 

1951 

10,491 

2,200 

4,125 

1952 

10,488 

1,500 

4,500 

1955  (June) 

12,939 

2,400 

5,825 

source:  International  Monetary  Fund,  International  Financial  Statistics. 
Table  27-6.  Percentage  of  Reserves  to  Import  Trade 


Area 


United  Kingdom 

Continental  EPU  countries: 

France 

Italy 

Netherlands 

Switzerland 


Gold 

1938 

1953* 

111 

28 

78 

23 

208 

14 

32 

15 

124 

30 

193 

124 

Gold  and  dollar  balances  (net) 
1953J 


111 
83 

211 
33 

129 

210 


35 

38 
22 

28 

40 

168 


*  Reserves  are  for  September,  1953,  and  trade  for  1953. 

f  In  1953,  the  figures  are  for  net  short-term  liabilities  pa}^able  in  dollars  to  foreign 
banks  and  official  institutions,  as  reported  by  the  United  States  Treasury. 

source:  Calculated  from  International  Monetary  Fund,  International  Financial 
Statistics  and  United  States  Treasury  Bulletin. 

the  United  Kingdom  reserves  rose  by  43  per  cent;  for  the  Continental 
EPU  countries  trade  imports  rose  by  8  per  cent  and  reserves  by  34 
per  cent.  The  trend  continued  in  1955,  though  the  United  Kingdom 
experienced  serious  losses.18 

Convertibility  and  the  British  Crisis  of  1954  to  1956 

Since  the  problem  of  convertibility  is  so  largely  tied  up  with  the  re- 
serve position  of  the  United  Kingdom,  we  should  dwell  on  developments 

18  International  Financial  Statistics,  January  and  February,  1956- 
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in  the  British  position.  Wright  showed  that  in  the  years  1946  to  1952 
the  net  contribution  to  the  dollar  pool  by  the  United  Kingdom  was 
$417  million;  by  the  United  Kingdom  colonies,  $1,990  million;  the 
drain  of  the  other  sterling  area,  $1,341  million;  and  the  drain  related 
to  transactions  with  nondollar  areas  on  the  sterling-area  account,  $2,019 
million;  the  total  losses  (all  items  not  included  here),  $630  million. 
Pooling  of  dollar  reserves  brought  economies,  and  savings  were  made 
as  emphasis  was  increasingly  put  on  dollar-saving  exports  by  the  other 
countries  in  the  sterling  area.19 

In  a  later  article,  Mr.  Stevens,  distinguishing  dollar-aid  programs  from 
other  items,  shows  the  history  of  the  sterling-area  balance  over  four 
periods  from  1946  through  1954.  In  the  first  period  (1946-1949),  the 
adverse  balance  was  $8.3  billion,  inclusive  of  nondollar  deficits  of  $1,430 
million.  In  the  second  period,  1950  to  June,  1951,  with  favorable 
effects  associated  with  the  outbreak  of  the  Korean  War,  the  gains  on 
the  balance  of  payments  amounted  to  $1,193  million  and  reserves  rose 
by  $2,179  million,  aid  programs  contributing  substantially  to  the  rise 
of  reserves.  From  July,  1951,  to  June,  1952,  raw-material  prices  fell,  the 
adverse  balance  was  $2,790  million,  and  loss  of  reserves,  $2,182  mil- 
lion. In  the  final  period  through  December,  1954,  payments  exclusive  of 
aid  were  roughly  in  balance  and  reserves  rose  by  more  than  $1  billion. 
Here  the  restriction  of  dollar  imports,  the  prosperity  in  the  United 
States,  increased  imports  by  this  country,  and  the  pressure  to  export 
goods  by  sterling  countries  in  place  of  exports  from  dollar  countries  are 
all  relevant.20 

In  the  first  half  of  1954,  the  gold  and  dollar  reserve  position  of  the 
United  Kingdom  continued  to  improve  (a  rise  of  £179  million),  but 
in  the  second  half  there  was  a  decline  of  £92  million.  In  1954  there  had 
been  a  deficit  on  current  balance  including  aid  of  £109  million  with 
the  nonsterling  area  and  a  credit  with  the  sterling  area  of  £269  mil- 
lion. Here  was  another  instance  where  inconvertibility  was  costly.  The 
gain  was  in  soft  currencies,  the  loss  in  dollars.  The  pressure  on  less 
developed  countries  was  also  evident  in  a  reduction  of  reserves  of  other 
sterling  countries  of  $1,180  million  in  1954,  or  25  per  cent,  as  against 
a  rise  for  the  United  Kingdom  of  £252  million,  or  10  per  cent.21  In 

19  K.  M.  Wright,  "Dollar  Pooling  in  the  Sterling  Area,  1939-52,"  American  Eco- 
nomic Review,  September,  1954,  pp.  568,  575. 

20  R.  W.  Stevens,  "Some  Notes  on  the  Sterling  Area's  Postwar  Balance  of  Pay- 
ments," Review  of  Economics  and  Statistics,  November,  1955,  p.  358;  cf.  United 
Kingdom  Balance  of  Payments,  1946  to  1953,  table  10. 

21  United  Kingdom  Balance  of  Payments,  1946  to  1954,  pp.  6-7,  and  International 
Financial  Statistics,  and  cf.  Ragnar  Nurkse,  "The  Relation  between  Home  Investment 
and  External  Balance  in  the  Light  of  British  Experience,  1945-1955,"  Review  of 
Economics  and  Statistics,  May,  1956;  S.  I.  Katz,  "The  Future  of  Sterling,"  The 
Journal  of  Finance,  January,  1955,  pp.  430-441. 
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Table  27-7.  The  Sterling  Area's  Gold  and  Dollar  Balance  of  Payments 

and  Its  Financing,  1946  to  1954 

(In  millions  of  dollars) 


Net  balance  of  payments: 

U.K.  current-account  balance.  . . 

U.K.  capital  account,  net 

Net  balance  of  overseas  sterling 

area 

Net  settlements  with  nondollar 

areas 

Whole  sterling  area,  net 

Means  of  financing: 

U.S.  and  Canadian  loans  of  1946 
South  African  gold  loan  to  U.K. 

IMF  drawings  by  U.K 

ERP  aid  to  U.K.J 

Defense-support  aid  to  U.K.  .  .  . 
Net  U.S.  aid  to  overseas  sterling 

area§ 

Net    IMF,    IBRD    receipts    by 

overseas  sterling  area 

Use  of  reserves  (— ,  increase) .  .  . 


4  years 
1946-1949 


379 
309 

150 

430 
268 

,864 
325 
300 

757 


100 

135 

788 


18  months 

1950- 
June  1951 


-511 
+394 

+  1,197 

+  114 
+  1,193 

45 


808 

7 

90 

35 

2,179 


1  year 
July,  1951- 
June,  1952 


1,520 
-313 


-325 

-631 
•2,790 


36 
261 

225 

85 
2,182 


23^  years 

July,  1952- 

December, 

1954* 


1,010 
+300 

+690 

+67 
+47 


-112f 
647 
275 

220 

1,077 


Minor  discrepancies  due  to  rounding. 

*  In  part  provisional. 

f  Repurchase  of  IMF's  remaining  excess  holdings  of  sterling,  restoring  the  United 
Kingdom  to  its  initial  position. 

J  Includes  grant  aid,  loan  aid,  and  conditional  aid,  but  not  the  United  States  share 
of  the  sterling  counterpart  of  aid. 

§  Estimates  based  on  foreign-aid  statistics  published  by  the  U.S.  Department  of 
Commerce. 

sources:  United  Kingdom — Balance  of  Payments  White  Papers.  U.S.  Department  of 
Commerce  balance  of  payments  publications;  International  Monetary  Fund,  Inter- 
national Financial  Statistics.  Only  a  part  of  South  Africa's  gold  and  dollar  transac- 
tions is  included  in  these  estimates  for  the  periods  prior  to  mid- 1951. 

1955-1956,  the  British  faced  a  balance-of-payments  problem  requiring 
severe  monetary  measures  and  pressures  to  cut  domestic  and  foreign 
investment.  The  bright  prospects  for  convertibility  in  early  1954  were, 
therefore,  rather  dimmed  in  the  next  year. 

Reserves  and  the  British  Experience  of  1955-1956 

A  crisis  in  1955  revealed  the  inadequate  reserves  held  on  behalf  of 
sterling  countries  and  in  particular  the  vulnerable  position  of  the  United 
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Kingdom.  In  eighteen  months,  $900  million,  or  30  per  cent,  of  reserves 
was  lost.  From  1947  to  1953,  the  annual  average  fluctuations  on  cur- 
rent-account items  for  the  United  Kingdom  was  ±$943  million  and 
of  reserves,  ±$678  million.  The  vulnerability  is  increased  by  the  rise 
of  short-term  liabilities  in  pounds  sterling,  the  reduction  of  overseas 
investment,  and  a  decline  of  reserves  relative  to  trade.  In  fact,  reserves 
were  equal  to  only  three  months  of  current  debits  in  1954-1955  as  com- 
pared with  six  months  in  1938.22  The  crucial  changes  are  indicated  in 
Table  27-8. 

In  the   latter  part  of   1954   and  through  early   1956,  the  British  ex- 
perienced  serious    difficulties   in   their   balance   of   payments,    and   the 

Table  27-8.  Aspects  of  Britain's  International  Capital  Account 
(In  millions  of  pounds) 


Position 

December,  1938 

June,  1955 

United  Kingdom  liabilities: 

In  sterling  to  countries 

598 

615 
3,545 

3,860 

In  sterling  to  international  bodies 

479 

Government  debt  to  external  currencies 

2,130* 

United  Kingdom  assets: 

Gold  and  dollars  (held  for  sterling  area) 

957f 

Overseas  investment 

2,013J 

Subscription  to  IBRD  and  IMF 

557 

*  March,  1955. 

f  Pounds  now  devalued  by  more  than  40  per  cent. 

J  End  of  1953. 

results  were  to  postpone  indefinitely  the  final  steps  to  sterling  convert- 
ibility. There  was  evidence  of  inflation  and  an  accompanying  rise  of 
imports  unaccompanied  by  a  corresponding  growth  of  exports.  Invest- 
ment and  consumer  credit  in  particular  had  advanced  too  far.  Not  even 
a  large  and  unexpected  improvement  in  the  budgetary  position  of  the 
government  was  adequate  to  neutralize  these  inflationary  trends.  That 
the  expansion  was  heavily  concentrated  in  metals,  engineering,  and 
vehicles— a  rise  of  216,000  jobs  in  1955  out  of  a  total  of  291,000,  al- 
though this  group  accounted  for  only  20  per  cent  of  total  civilian  jobs 
— tended  to  aggravate  the  inflation.23 

Let  us  consider  some  of  the  relevant  facts.  The  balance  of  payments 
had  been  a  serious  problem  for  years.  Thus,  from  1946  to  1953,  the 
United  Kingdom  had  an  active  balance  of  £1822  million  with  the  rest 
of  the   sterling   area    (RSA).   But   against  this   she  incurred   debits   of 

22  See  J.  Polk,  op.  cit.,  pp.  116,  143,  and  "Sterling  in  the  World  Today,"  Midland 
Bank  Review,  February,  1956,  pp.  1-7. 

23  See  Labor  and  Industry  in  Britain,  March,  1956,  p.  7. 
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£2,295  million,  roughly  half  accounted  for  by  investments  in  the  RSA 
and  one-quarter  in  gold  and  dollar  purchases.  Net  current  balance 
over  the  years  tended  to  be  absorbed  in  capital  exports,  but  increases  of 
capital  exports  had  to  be  scrutinized  with  resultant  loss  of  international 
position.  Thus  in  the  first  half  of  1955,  net  capital  exports  to  sterling 
countries  dropped  to  40  per  cent  of  the  average  of  1952  to  1954.  Ap- 
proximately one-third  (£473  million)  of  investments  of  the  United 
Kingdom  in  RSA  was  absorbed  in  growth  of  pound  balances  in  the 
United  Kingdom.  Against  the  £1,822  million  current  surplus  of  the 
United  Kingdom  with  the  RSA,  the  United  Kingdom  incurred  a  deficit 
of  £2,136  million  with  the  rest  of  the  world.24 

In  1954,  the  visible  deficit  of  the  United  Kingdom  in  overseas  trade 
was  £599  million;  in  1955,  £862  million,  a  deterioration  of  £263  mil- 
lion; and  the  deterioration  was  £278  million  with  the  United  States 
and  £172  million  with  Canada.  It  is  not  surprising,  then,  that  from  the 
first  half  of  1954  to  the  end  of  1955  the  sterling  area  lost  $900  million 
of  gold  and  dollar  reserves,  or  a  decline  or  30  per  cent.25  There  had 
also  been  serious  losses  in  invisible  earnings.  Dr.  Furth  has  also  shown 
that  the  countries  with  the  largest  inflation  in  Western  Europe  exper- 
ienced the  largest  adverse  balance  in  the  years  1953  to  1955.  For  the 
United  Kingdom,  prices  rose  to  103,  105,  and  110  (1952  =  100)  in  suc- 
cessive years,  1953  to  1955,  and  the  annual  deficit  was  19,  17,  and  25 
per  cent  of  annual  imports.26 

It  is  of  some  interest  that  despite  the  large  rise  of  prices  in  1955, 
export  prices  rose  by  but  2  per  cent.  The  crucial  effects  seem  to  have 
been  in  diverting  goods  from  export  to  domestic  markets.  Although  to- 
tal consumer  expenditures  rose  by  but  3  per  cent  in  1955,  the  rise  in 
private  outlays  on  motoring  and  cycling  was  26  per  cent  and  on  house- 
hold goods,  5  per  cent.  Harrod  has  shown  that  what  is  more  important 
than  actual  rise  of  outlays  is  the  great  expansion  of  orders — in  the  cate- 
gory of  commercial-industrial,  building  starts  rose  as  much  as  80  per 
cent  in  one  year.  As  excessive  domestic  demand  is  generated  (a  30 
per  cent  rise  of  output  generated  a  90  per  cent  growth  of  income  in 
postwar  Britain),  the  effects  on  exports  are  serious  indeed.  Hence  Pro- 
fessor Nurkse  suggests  that  the  way  out  is  not  to  sacrifice  domestic  in- 
vestment to  export  needs  but  to  stimulate  savings  so  that  a  level  of  do- 
mestic investment  sufficient  to  foster  growth  and  of  exports  adequate  to 
maintain  international  equilibrium  would  be  possible.27 

24  J.  Polk,  op.  cit.,  pp.  129-130;  Midland  Bank  Review,  February,  1956,  pp.  1-7. 

25  Labor  and  Industry  in  Britain,  March,  1956,  pp.  4,  17—19. 

26  J.  H.  Furth,  "Indicators  of  Inflation  in  Western  Europe,"  Review  of  Economics 
and  Statistics,  August,  1956. 

27  British  Record,  Mar.  30,  1956;  R.  Harrod,  "The  British  Boom,  1954-55,"  The 
Economic  Journal,  March,  1956,  especially  pp.  1—10;  and  R.  Nurkse,  op.  cit.,  espe- 
cially pp.  153-154. 
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In  his  Are  These  Hardships  Necessary?  (1947),  Harrod  had  com- 
plained of  the  excessive  investments  in  housing  and  other  items  not  con- 
tributing to  increased  productivity.  In  a  similar  vein,  Hutton  in  1956 
was  critical  of  a  policy  of  the  wrong  kind  of  investment  as  well  as 
too  little  investment.  Too  much  attention  had  been  paid  to  the  Key- 
nesian  relation  of  total  savings  and  investment,  according  to  Hutton, 
and  not  enough  to  the  kinds  of  investment.  After  allowing  for  the  rise 
of  population  and  the  increased  export  requirements,  Hutton  finds  that 
only  12%  per  cent  of  additional  net  disposable  income  was  available 
in  1955  for  additional  domestic  consumption  and  investment,  yet  the 
over-all  consumption  of  the  bulk  of  the  population  had  increased  by  20 
to  30  per  cent  since  1938.  Moreover,  with  heavy  taxation  of  high  income, 
savings  were  discouraged.  Hence  with  inadequate  savings,  investments 
were  inflationary  and  the  more  so  since  they  were  excessively  the  non- 
productive type.28 

In  the  British  conditions  of  1955,  with  overfull  employment,  with  un- 
filled vacancies  twice  as  high  as  unemployment,  the  generation  of  in- 
creased demand  was  likely  to  cause  trouble.  It  is  not  clear  that  wage  in- 
flation has  been  a  major  cause  of  the  inflation  and  deterioration  of  the 
balance  of  payments.  Harrod,  in  fact,  denied  this,  as  is  suggested  by  the 
continued  undervaluation  of  the  pound  in  1955,  though  the  government 
seemed  to  be  concerned  about  wage  inflation.  Thus  an  official  publica- 
tion pointed  to  a  rise  of  output  per  man-year  of  4  per  cent  and  of  annual 
earnings  in  industry  of  8  per  cent.29 

Official  action  to  correct  the  inflationary  trends  has,  indeed,  been  sub- 
ject to  severe  criticism.  The  main  points  of  criticism  were  excessive 
recourse  to  monetary  policy  in  a  period  when  its  influence  was  not  likely 
to  be  great,  the  failure  to  impose  adequate  restraints  on  consumption  as 
a  means  of  stimulating  savings,  the  continuance  of  consumption  sub- 
sidies, the  inadequate  rise  of  taxes  and  cut  in  government  spending, 
and  in  general  inadequate  and  retarded  recourse  to  fiscal  policy.  The 
Bank  of  England  did,  however,  raise  rates  from  3  to  5%  per  cent,  and 
the  government  put  direct  pressure  on  banks  to  reduce  loans,  increased 
the  purchase  tax  and  the  tax  on  distributed  profits,  made  purchases  of 
goods  on  installment  more  difficult,  reduced  subsidies,  cut  expenditures, 
and  restrained  capital  issues.30 

British  experience  in  1954  to  1956  underlines  the  difficulties  confront- 
ing the  world  in  its  trek  toward  convertibility.  With  large  controls  and 
trade  barriers,  the  path  was  not  an  easy  one  in  the  years  1947  to  1952, 

28  G.  Hutton,  "The  Capital  Question,"  Westminster  Bank  Review,  May,  1956,  pp. 
1-6. 

29  Cf.  Harrod,  op.  cit.,  p.  10,  and  British  Record,  Mar.  30,  1956. 

30  See  previous  items  quoted  and  various  issues  of  The  Economist  ( especially  Dec. 
11,  1955)  and  The  Financial  Times. 
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but  progress  was  made.  In  1954  to  1956,  with  controls  greatly  reduced 
and  freedom  of  transactions  accelerated,  the  United  Kingdom,  entrusted 
with  the  reserves  of  the  rest  of  the  sterling  area  and  financing  half  the 
world's  trade,  found  that  a  modest  amount  of  inflation  (10  per  cent  in 
three  years)  might  not  only  jeopardize  the  return  to  convertibility  but 
also  endanger  the  stability  of  sterling  and  the  economy.  A  political  crisis 
( e.g.,  Suez  in  1956 )  aggravates  the  dangers. 

What  is  more,  the  losses  were  concentrated  on  the  United  Kingdom, 
and  hence  the  explanation  could  not  be  put  primarily  on  dollar  shortage. 
In  1955,  Continental  EPU  countries  gained  $1  billion  in  gold  reserves, 
or  16  per  cent,  even  as  the  United  Kingdom  lost  $500  million,  or  20  per 
cent.  The  respective  figures  for  gold  and  foreign  exchange  were  a  gain 
of  $1.5  billion  and  a  loss  of  $650  million.  France  and  Germany  experi- 
enced large  gains,  and  no  large  country  in  Western  Europe  or  the 
Americas  experienced  great  losses.31 

Conclusions  on  Reserves 

I  do  not  conclude  from  this  presentation  that  convertibility  should 
not  proceed  until  gold  reserves  outside  the  dollar  countries  rise  by  about 
$20  billion,  or  less  than  twice  gold  reserves  of  1953,  and  gold  and  dollar 
reserves  by  approximately  1%  times  the  gold  and  dollar  reserves  of 
1953.  The  general  position  is  not  that  the  ratio  of  the  prewar  period  is 
sacred.  In  fact,  as  we  noted,  present  reserves  are  adequate  when  com- 
parison is  made  with  the  1928  ratios,  though  we  must  allow  for  the 
changed  situation  since  1928. 

Many  reasons  can  be  found  for  getting  on  with  smaller  reserves  rela- 
tive to  trade  than  in  1938.  First,  most  countries  will  continue  to  con- 
trol capital  movements  to  a  greater  degree  than  they  did  before  the 
war.  Second,  the  availability  of  emergency  aid  from  the  IMF  (and,  pos- 
sibly, the  United  States)  reduces  the  amount  of  reserves  required  to 
some  extent.  Third,  as  we  shall  note  below,  countries  will  be  increas- 
ingly disposed  to  allow  fluctuations  in  foreign  exchanges  to  correct  an 
adverse  balance  of  payments.  Fourth,  most  countries  are  more  aware 
than  before  the  war  of  the  relation  between  internal  policies  and  the 
balance  of  payments  and  are  in  a  better  position  to  correct  policies 
that  endanger  the  reserve  position  than  in  earlier  years.  Against  these 
items  we  should  weigh  the  factors  tending  to  raise  reserve  requirements 
which  we  mentioned  in  the  comparison  of  reserves — 1928  and  1952 — 
though  the  relevance  of  these  factors  is  less  when  related  to  1938  than 
when  related  to  1928. 

Here  we  have,  then,  some  reasons  for  not  requiring  a  return  to  the 
ratio  of  reserves  to  import  trade  which  existed  just  before  the  war,  but 

31  International  Monetary  Fund,  International  Financial  Statistics,  June,  1956. 
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this  does  not  mean  that  reserves  in  1956  were  adequate  to  ensure  a  re- 
turn to  convertibility.  The  general  view  in  early  1954  and  even  in  1955 
was  that  reserves  were  inadequate.32  Recall  the  British  convertibility 
fiasco  of  1946-1947  and  the  crises  of  1954  to  1956.  Some  will  say  that 
conditions  were  much  improved  in  1954-1955  and  hence  that  the  infla- 
tionary pressures  which  contributed  to  the  failure  of  1947  are  not  now 
present.  But  the  1946-1947  experience  should  not  be  dismissed  too 
lightly.  Furthermore,  the  large  fluctuations  of  reserves  of  the  United 
Kingdom  in  particular  suggest  the  possibilities  of  large  losses,  which 
would  bring  reserves  below  the  rock-bottom  level.  Unfortunately,  de- 

Table  27-9.  Reserves:  Nondollar  Countries 
(In  millions  of  dollars) 


Gold 

Gold  and  short-term  dollar  assets1 


End  1951      End  1952     End  1954     End  1955 


9,261 
17,606 


10,433 
19,930 


13,819 
24,972 


14,409 
26,508 


*  These  figures  include  liabilities  to  nonbanking  and  government  accounts  and  also 
small  amounts  due  in  foreign  currencies,  but  they  give  an  accurate  indication  of 
trends. 

source:    United  States   Treasury  Bulletin, 
Federal  Reserve  Bulletin. 
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spite  the  persistent  teachings  of  Keynes,  central  banks  still  assume  that 
a  large  part  of  reserves  are  not  to  be  used.  Again,  a  recession  in  the 
United  States  is  a  relevant  consideration.  Just  as  the  boom  in  1952-1953 
in  this  country  explains  in  no  small  part  the  rise  of  gold  and  dollar 
reserves  of  the  nondollar  countries,  a  recession  may  well  cost  the  non- 
dollar countries  several  billion  dollars  of  reserves.  However,  the  1953- 
1954  recession,  as  is  noted  elsewhere,  proved  to  be  surprisingly  innoc- 
uous. Again,  even  a  deterioration  of  the  terms  of  trade  of  but  10  per 
cent  might  cost  Western  Europe  $3  billion  in  a  single  year,  though  some 
part  might  be  made  up  by  transfers  of  dollars  by  overseas  countries. 
The  pressure  on  the  balance  of  payments  of  the  United  Kingdom  from 
the  middle  of  1954  to  the  early  part  of  1956  reflects  again  the  need  of 
a  large  cushion  of  reserves  if  strong  deflationary  measures  are  not  to  be 
taken. 

The  striking  gains  of  reserves  from  1951  to  1955  outside  the  dollar 
countries  are  evident  in  Table  27-9.  In  four  years,  gold  reserves  were  up 
by  $5.1  billion  and  total  gold  and  net  short-term  assets  held  in  the 
United  States  by  $8.9  billion. 

The  major  gold  and  dollar  reserves  outside  the  dollar  area  belong 
to  Western  Europe   ($15.8  billion  in  December,  1955).   (About  60  per 

32  See  Randall  Commission  Staff  Papers,  pp.  478—484. 
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cent  is  in  gold.)  A  turn  in  the  terms  of  trade  such  as  occurred  in  1949 
to  1951  (21  per  cent  for  the  United  Kingdom  and  8  per  cent  for  Conti- 
nental EPU  countries)  would  cost  these  countries  about  $3.5  billion  in 
reserves,  subject  to  any  transfers  of  dollars  from  overseas  countries  gain- 
ing from  higher  prices  for  food  and  raw  materials.  (From  1950  to  June, 
1952,  the  United  Kingdom  lost  $1,400  million  of  gold  reserves  and  the 
EPU  countries  gained  $550  million.)  Certainly  this  experience  does  not 
point  to  a  need  of  additional  reserves  which  would  bring  reserves  up  to 
anything  approaching  their  ratio  to  imports  just  before  the  war.  Even  if 
allowance  is  made  for  speculative  movements,  unexpected  losses  of  ex- 
ports and  increases  in  the  volume  of  imports,  and  (related)  a  substan- 
tial depression,  the  reserves  of  1951  plus,  say,  a  few  billion  dollars 
additional  should  be  adequate.  As  is  said  elsewhere,  correct  internal 
policies  should  contain  the  loss  of  exports  and  rise  of  imports.  That 
gold  reserves  are  now  concentrated  in  official  coffers,  that  the  IMF  is 
available  for  help,  that  authorities  are  more  prepared  to  use  reserves 
and  in  emergencies  impose  restrictions — all  these  also  reduce  the  amount 
of  reserves  required.  Besides,  dollar  reserves  are  much  higher  than 
they  were  in  the  prewar  period. 

As  a  result  of  the  experience  of  1953-1954,  when  an  American  recession 
(which  was,  all  things  considered,  greater  than  the  1949  recession)  did 
not  have  a  large  effect  on  the  European  economic  situation,  there  is 
less  concern  in  the  world  about  the  damage  likely  to  result  from  a 
United  States  depression.  It  should  be  noted,  however,  that  though 
Europe  suffered  little  and,  in  fact,  the  continued  improvement  in  Europe 
seemed  to  help  contain  the  decline  in  the  United  States,  some  of  the 
raw-material-producing  countries  really  felt  the  impact  of  this  decline. 
Furthermore  (see  comments  on  Dr.  Zassenhaus  below),  it  is  not  clear 
that  the  external  results  of  1953-1954  were  markedly  out  of  line  with 
experiences  in  earlier  recessions. 

In  fact,  this  experience  reminds  us  that  it  is  important  to  make 
distinctions  among  the  nondollar  countries.  Whereas  Western  Europe 
made  large  gains  in  1953  and  1954,  the  experience  of  raw-material-pro- 
ducing and  even  to  some  extent  food-producing  countries  was  not 
equally  fortunate.  Europe  gained  in  part  because  export  prices  of  the 
agricultural  countries  declined.  Europe's  resilience  in  1953-1954  is  to 
be  associated  also  with  the  elimination  of  inflationary  forces,  its  im- 
proved competitive  position,  the  moderate  decline  of  income  of  Europe's 
customers,  and  the  increased  availability  of  supplies  from  nondollar 
countries.  These  were  conditions  which  did  not  obtain  in  1949,  when 
a  modest  American  recession  in  the  United  States  had  substantial  effects 
on  Europe.33 

33  Cf.    The   Economist,   Apr.   24,    1954,   and   S.   E.   Harris,   Inter-American   Trade: 


494  Some  Aspects  of  Adjustment  in  the  Postwar  Period 

In  this  discussion  we  have  concentrated  largely  on  the  relation  of 
reserves  to  trade,  but  it  is  also  important  to  consider  reserves  relative 
to  nontrade  liabilities.  Here  the  British  position  is  much  weaker  than  it 
was  before  the  war.  Then,  gold  reserves  were  approximately  equal  to 
British  short-term  foreign  liabilities.  By  contrast,  in  early  1954,  short- 
term  sterling  liabilities  amounted  to  £3.7  billion  as  against  gold  and 
dollar  reserves  of  about  £1  billion.  All  liabilities  (short  and  long)  were 
estimated  at  £5.9  billion  as  against  gold  and  dollar  reserves  plus  over- 
seas investment  of  £4.8  billion.34 

Our  experience  with  reserves  in  the  years  1946  to  1955  suggests  that 
great  improvements  have  occurred  and  especially  since  1950,  with  re- 
serves of  nondollar  countries  up  by  $10  billion.  But  the  crisis  for  the 
British  in  1954  to  1956  points  to  the  issue  of  the  optimum  distribution  of 
reserves  among  nondollar  countries.  It  still  seems  true  (I  write  in  June, 
1956)  that  the  British,  entrusted  with  the  responsibility  for  reserves  of 
countries  accounting  for  one-quarter  of  the  world's  trade,  do  not  have 
adequate  reserves  and/or  control  of  the  policies  of  the  sterling  area  to 
withstand  even  modest  strains  associated  with  a  small  relative  expansion, 
inflation,  and  loss  of  capital.  In  the  economic  relations  of  1956,  a  reserve 
for  the  United  Kingdom  of  $4  billion  instead  of  $2  billion  to  $3  billion 
and  of  the  sterling  area  of  $5  billion  would  be  a  long  step  toward  con- 
vertibility. Even  $5  billion  would  be  only  25  per  cent  of  the  annual 
import  trade  of  the  sterling  area. 

Convertibility  and  Exchange-rate  Policy 

One  condition  of  convertibility  is  an  appropriate  exchange-rate  policy. 
In  the  prewar  period,  the  use  of  flexible  exchanges  was  not  accepted, 
although  a  large  depreciation  occurred  in  most  European  and  other 
countries.  The  preference  seemed  to  be  infrequent  adjustments  of  ex- 
change rates  supplemented  by  controls  and  even  by  disguised  adjust- 
ments of  rates  through  reclassifying  transactions  among  rates  of  ex- 
change in  use.  In  the  postwar  period  under  guidance  from  the  IMF  the 
practice  has  been  one  of  adjustable  pegs;  that  is,  when  a  rate  pegged 
through  control  of  supply  and  demand  of  foreign  exchange  does  not 
prevent  large  and  sustained  deficits  in  the  balance  of  payments,  even  if 
corrected  by  available  capital  and  foreign  assistance,  then  the  rate  is 
allowed  to  fall. 

Obviously,  the  reserves  required  would  be  smaller  if  adjustments  in 
exchange  could  be  made  in  response  to  a  weakness  in  the  international 
position.  Under  an  ideal   (and  unattainable)   system,  no  reserves  at  all 

Measures  for  Expansion,  September,  1954  (document  for  Rio  de  Janeiro  Conference 
by  Organization  of  American  States ) . 

34  The  Economist,  Apr.  10,  1954;  cf.  Midland  Bank  Review,  February,  1956. 
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would  be  required.  Prices  of  currencies  would  be  adjusted  so  that  the 
market  would  clear  all  transactions  at  a  price.  The  prewar  adjustments 
were  not  so  helpful  as  they  might  have  been  because  they  were  in- 
frequent and  in  some  instances  were  not  justified  on  grounds  of  inter- 
national disequilibrium.  The  IMF  has  tended  to  discourage  those  ex- 
change adjustments  which  might  be  interpreted  as  a  form  of  economic 
warfare— exporting  unemployment  through  an  improved  competitive 
position  abroad  by  countries  indulging  in  depreciation  not  justified  by 
their  international  position.  Even  so,  the  French,  despite  IMF  opposition, 
insisted  on  a  substantial  depreciation  and  a  new  cross-rate  structure 
vis-a-vis  the  pound  sterling  and  the  dollar  which  tended  to  provide  the 
French  with  dollars  at  the  expense  of  the  British. 

Many  people  are  not  satisfied  with  the  adjustable-peg  system  which 
has  generally  been  in  vogue  following  the  war.  Once  a  currency  shows 
signs  of  weakness — as  evidenced  by  the  necessity  of  imposing  additional 
restrictions,  the  loss  of  reserves,  or  a  widening  gap  between  the  official 
and  black-market  rates — then  speculators  begin  to  operate  on  the 
currency,  thus  depressing  it  further.  Even  when  exchange  control  pre- 
vails, the  influence  of  speculation  is  felt:  Many  evade  the  regulations, 
those  requiring  other  currencies  anticipate  their  needs,  and  those  re- 
quiring the  weakened  currency  postpone  purchases  until  the  currency  in 
distress  reaches  a  low  value.  The  result  is  a  tendency  to  depress  the 
currency  below  the  appropriate  level,  and  what  is  more,  the  monetary 
authority,  in  order  to  protect  the  currency  against  further  assaults,  is 
likely  to  choose  a  new  rate  on  the  low  side.  (In  general,  this  has  been 
the  history  of  the  British  devaluation  of  September,  1949. ) 

What  is  also  troublesome  about  the  adjustable  peg  is  that  it  is  most 
difficult  to  choose  the  time  and  the  appropriate  percentage  of  devalua- 
tion. Again,  a  depreciation  in  the  midst  of  inflationary  pressures  may 
well  do  little  good,  for  the  increased  cheapness  of  the  currency  may  soon 
be  offset  by  a  corresponding  relative  rise  of  costs  and  prices,  especially 
when  an  economy  is  heavily  dependent  on  imports,  which  now  become 
more  expensive  with  depreciation.  Another  point  is  that  depreciation 
may  well  result  in  a  reduction  in  the  supply  of  dollars  made  available 
under  certain  market  conditions.  Thus,  the  British  were  slow  to  depreci- 
ate, in  part  because,  in  the  early  postwar  years,  supply-and-demand  con- 
ditions were  such  that  a  reduction  in  the  world  price  of  British  goods 
following  depreciation  would  have  meant  a  reduced  supply  of  dollars. 
The  British  could  sell  all  they  could  make  available  at  existing  world 
prices.  By  late  1949,  they  were  prepared  for  a  depreciation,  for  demand 
seemed  to  be  receding  and  supply  conditions  had  become  more  elastic. 
With  elastic  demand  abroad  and  elastic  supply  at  home,  depreciation 
is  more  likely  to  pay.  But  they  had  not  counted  on  the  recovery  early 
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in  1950,  the  Korean  War,  and  the  spectacular  rise  in  the  price  of  im- 
ports. Hence  with  devaluation  they  profited  less  from  improved  demand 
conditions  than  they  otherwise  would  have  done.  The  devaluation  was 
not  a  great  success. 

The  issue  is  not  merely  one  of  timing.  It  is  also  one  of  measurement. 
As  long  as  the  practice  is  one  of  infrequent  changes  in  the  external  value 
of  a  currency,  the  authorities  are  forced  to  estimate  carefully  the  ap- 
propriate decline  in  value.  Present  and  future  costs,  prices  and  markets 
at  home  and  abroad,  estimates  of  invisible  accounts,  expected  capital 
movements,  and  the  reactions  of  competitors  to  the  devaluation,  not 
only  in  the  adjustments  in  their  exchange  rates  but  also  in  the  im- 
position of  tariffs  and  other  trade  restrictions  to  protect  themselves 
against  an  improved  competitive  position  of  the  countries  depreciating — 
these  are  among  the  variables  that  have  to  be  considered  before  a  deci- 
sion is  made.  The  appropriate  rate  is  the  best  rate  for  the  next  few  years, 
not  just  for  the  time  of  decision. 

For  these  and  other  reasons,  there  seems  to  be  an  increased  interest 
in  floating  exchanges.  By  this  we  do  not  mean  completely  flexible  ex- 
changes as  suggested  by  some  British  economists  (but  not  by  Keynes). 
Rather  we  mean  a  freedom  of  the  exchanges  to  move  within  limits,  not 
the  few  per  cent  suggested  by  Keynes  as  a  deterrent  to  speculative 
capital  movements,  and  perhaps  even  more  than  the  10  per  cent  fluctua- 
tion in  the  Canada-United  States  dollar  rates  since  1950.  But  the  freedom 
to  fluctuate  within  limits  would  relieve  the  authorities  from  having  to 
make  a  once-for-all  decision  which  is  necessarily  based  on  inadequate 
information.  It  is  surely  better  to  allow  exchanges  to  reflect  changing 
supply-and-demand  conditions.  This,  in  itself,  would  dampen  the  en- 
thusiasm of  speculators,  for  the  possibility  of  fluctuations  of  several  per 
cent  (both  up  and  down)  would  discourage  those  sales  of  currency 
which  would  occur  should  there  be  a  virtual  certainty  that  the  currency 
would  continue  to  fall.  The  possibility  of  a  rise  and  hence  losses  on  re- 
converting into  the  domestic  currency  would  deter  speculation.  It  would 
be  possible  to  supplement  the  limited  flexibility  of  exchange  with  a  re- 
serve or  equalization  fund  to  prevent  fluctuations  not  justified  by  under- 
lying conditions. 

I  am  inclined  to  the  view  that  floating  exchanges  as  outlined  above 
would  ease  the  strain  on  reserves  and  hence  would  reduce  the  reserves 
required  vis-a-vis  imports  as  compared  with  the  prewar  period.  This 
type  of  exchange  adjustment  would,  of  course,  raise  questions  of  com- 
petitive debasement  and  might  well  undermine  the  influence  of  the 
IMF,  but  the  defense  may  well  be  made  that  one  should  not  object 
to  exchanges  which  fluctuate  largely  in  response  to  supply-and-demand 
conditions.  In  view  of  the  ever-increasing  difficulties  of  adapting  domestic 
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costs  to  the  requirements  of  the  international  competitive  positions  of  a 
country,  the  weapon  of  limited  flexible  exchange  rates  should  be  used 
more  broadly.  Thus  obstacles  to  once-for-all  devaluations — the  difficulty 
of  deciding  the  correct  extent  and  the  correct  time  of  the  devaluation 
and  the  opposition  of  groups  that  anticipate  reduced  receipts  for  their 
products  (e.g.,  a  single  country  exporting  one  or  a  few  raw  materials 
or  products  for  which  demand  is  relatively  inelastic) — strengthen  the 
case  for  steady  and  numerous  changes. 

In  the  early  fifties  the  IMF  was  criticized  in  many  quarters  for  its 
rigid  rate  formula,  that  is,  its  emphasis  on  once-for-all  changes  in  rates. 
The  charge  was  frequently  made  that  this  prevented  quick  adjustment  of 
exchange  rates,  say,  to  a  large  improvement  in  the  United  States  balance 
of  payments  or  a  volatile  movement  of  prices  and  costs  elsewhere.  It  is, 
therefore,  of  some  interest  that  in  an  address  of  May,  1954,  the  managing 
director  of  the  Fund  had  this  to  say:35 

The  Fund  stands  for  stability  of  rates  and  orderly  changes  in  rates,  but 
not  for  rigid  rates  that  are  to  be  permanently  frozen.  When  a  par  value  has 
become  inappropriate  because  of  changes  in  the  economic  position  of  a  coun- 
try, the  Fund  encourages  a  change  to  correct  the  fundamental  disequilibrium 
that  has  come  into  being.  Since  the  Fund  was  established,  there  has  been  a 
remarkable  absence  of  friction  in  the  economic  relations  of  its  members 
arising  out  of  adjustments  of  exchange  rates,  and  competitive  devaluation  of 
currencies  has  been  avoided. 

Even  when  countries  have  felt  that  they  were  no  longer  in  a  position  to 
maintain  fixed  rates  of  exchange  that  move  only  within  the  narrow  margins 
prescribed  by  the  Fund's  rules,  they  have  consulted  the  Fund,  and  have  ex- 
plained in  detail  the  difficulties  that  they  face.  The  Fund  has  raised  no  ob- 
jection to  the  fluctuating  exchange  rates  of  Canada  and  Peru.  In  fact,  the 
relationship  of  Peru  to  the  Fund  is  an  outstanding  example  of  this  kind. 
Several  years  ago  Peru  abolished  all  exchange  restrictions  and  virtually  all  of 
its  import  restrictions.  As  their  monetary  reserves  were  very  limited,  the 
Peruvian  authorities  believed  that  a  policy  of  this  kind  could  not  be  safely 
maintained  unless  the  exchange  rate  was  allowed  to  fluctuate.  The  Fund  did 
not  object. 

In  the  early  fifties  the  proposal  for  a  flexible  pound  sterling  gained 
many  adherents,  inclusive  of  the  Randall  Commission,  but  there  has 
been  much  opposition.  The  view  gained  strength  that  flexible  exchanges 
would  be  more  costly  in  reserves  than  in  the  past  and  that  flexible  ex- 
changes would  result  in  a  loss  of  confidence  for  the  pound  sterling.  A 
flexible  policy  successful  in  the  thirties  was  not  likely  in  this  view  to  be 
so  in  the  1950s.36  The  discussions  of  a  floating  rate,  moreover,  in  pre- 

35  International  Monetary  Fund,  International  Financial  News  Survey,  May  21, 
1954;  cf.  The  Statist,  Dec.  13,  1952. . 

36  Especially  R.  Harrod  in  The  Financial  Times,  July  19,  1955. 


498  Some  Aspects  of  Adjustment  in  the  Postwar  Period 

liminary  discussions  of  convertibility  resulted  in  a  fear  of  a  disguised 
devaluation,  which,  in  turn,  brought  forth  from  the  Chancellor  of  the 
Exchequer  the  following  on  the  value  of  the  pound  sterling:  "I  can  give 
this  policy  [exchange  rate]  in  one  sentence:  It  has  been  and  will  con- 
tinue to  be  the  maintenance  of  exchange  parity  of  $2.80  to  the  pound, 
either  in  existing  circumstances  or  when  sterling  is  convertible."  In  the 
crisis  of  1955,  the  government  relied  not  on  flexible  rates  but  on  anti-in- 
flationary monetary  policies,  control  of  investment,  and  other  measures. 

Convertibility  and  Trade  Restrictions 

I  assume  also  that  convertibility  is  not  to  be  achieved  by  increasing 
trade  restrictions.  Obviously,  since  the  major  objective  of  convertibility  is 
freedom  to  use  currencies  in  the  cheapest  market,  the  attainment  or 
maintenance  of  convertibility  through  an  increase  of  restrictions  is, 
indeed,  a  sham  victory.  Convertibility  and  the  removal  of  restrictions 
and  especially  discriminatory  restrictions  are,  in  a  sense,  alternative 
approaches.  There  has  been  much  controversy  on  the  sequence  of  con- 
vertibility and  the  removal  of  restrictions.  Convertibility,  prematurely 
introduced,  might  induce  an  increase  of  restriction,  and  a  removal  of 
restrictions  might  prepare  the  way  for  convertibility.  Indeed,  Harrod  con- 
tends that  discrimination  and  maintenance  of  restrictions  may  be  re- 
quired as  a  temporary  expedient  in  order  to  provide  hard  currencies. 
Harrod's  position  seems  to  be  as  follows:  First,  Europe  must  balance  its 
accounts  on  a  bilateral  basis  with  dollar  countries.  Then  she  can  make 
her  currencies  convertible.  This  implies  support  of  discrimination  against 
the  dollar  in  trade  to  balance  dollar  accounts  temporarily.  Only  if 
Western  Europe  can  make  her  currency  hard  in  relation  to  third  countries 
will  the  triangular  trade  be  possible  which  would  solve  Europe's  dollar 
problems.  Then  third  countries  would  accept  European  currencies,  and 
hence,  in  the  long  run,  Europe  would  balance  its  payments  on  a  multi- 
lateral basis:  sell  more  to  third  countries  and  use  dollars  obtained  from 
these  countries  to  liquidate  balances  with  the  Western  Hemisphere.37 

At  present  (1955-1956),  trade  is  hampered  by  all  kinds  of  restrictions 
and  discriminations:  high  tariffs,  troublesome  customs  procedures,  quotas, 
subsidies  on  exports,  shipping  subsidies,  preferential  treatment  of  do- 
mestic bidders  on  public  contracts,  exchange  control,  state  trading  (dis- 
crimination against  private  traders),  retention  quotas  (the  seller  in  a 
hard-currency  market  is  allowed  to  retain  part  of  the  proceeds  of  the 
hard  currency  and  to  get  this  privilege  offers  commodities  at  reduced 
prices  in  hard-currency  countries ) ,  multiple  exchange  rates  ( the  foreign- 
exchange  authority  sells  dollars  at  varying  prices  according  to  priorities 
of  imports  and  services,  with  sale  price  of  dollars  frequently  including 

37  R.  Harrod,  The  Dollar,  1954,  pp.  146-150. 
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a  tax),  and  dollars  purchased  at  varying  prices — for  example,  offering 
relatively  few  units  of  the  domestic  currency  for  dollars  when  the  seller 
is  in  a  strong  position,  as,  for  example,  when  supplies  are  inelastic  and 
foreign  demand  inelastic,  coffee  being  a  good  example,  and  offering 
many  units  of  the  domestic  currency  when  supply  conditions  are  elastic 
and  foreign  demand  is  elastic  and  hence  when  there  is  a  gain  to  be  had 
from  a  rise  of  output  and  foreign  sales.38  In  this  instance,  there  is  an  in- 
centive to  expand  output;  in  the  coffee  case,  there  is  not. 

It  is  clear  that  even  limited  convertibility  might  put  a  strain  on  the 
balance  of  payments  of  most  countries.  This  might  well  lead  to  increased 
restrictions,  an  unfortunate  result.  But  even  if  increased  restrictions  were 
not  imposed,  a  premature  return  to  convertibility  would  result  in  a 
slowing  up  in  the  process  of  removing  quotas,  of  returning  purchases 
to  foreign  traders,  of  abandoning  multiple  rates,  etc.  It  does  little  good 
to  announce  a  return  to  convertibility  if,  through  other  kinds  of  re- 
strictions, little  freedom  prevails  to  use  a  currency  to  purchase  foreign 
goods  in  other  markets.  Fortunately  by  1953,  the  authorities  had  recog- 
nized that  convertibility  was  a  means,  not  an  end. 

Professor  Triffin  has  presented  the  classic  view  on  the  relation  of  re- 
strictions and  convertibility.  He  is  rightly  scornful  of  the  United  States 
Treasury  view  that  all  that  was  necessary  was  for  Europe  to  set  its  house 
in  order — stop  inflation,  readjust  exchange  rates,  abolish  trade  and  ex- 
change controls,  and  require  full  gold  or  convertible-currency  settlement 
for  exports  or  other  external  transactions.  In  TrifBn's  view  a  restoration  of 
a  multilateral  system  of  trade  and  payments  must  be  accommodated  to 
the  varying  degree  of  protection.  All  abnormal  restraints  should  not  be 
removed  prematurely,  or  convertibility  would  be  endangered.  The  im- 
mediate targets  should  be  nondiscrimination  and  equal  access  in  third 
markets.39 

Mr.  Butler,  then  Chancellor  of  the  Exchequer,  and  others  insisted  that 
there  should  be  gradual  liberalization  of  trade  as  a  preliminary  to  con- 
vertibility, but  few  believed  that  convertibility  should  follow  the  re- 
moval of  all  controls  or  that  there  should  be  a  dash  for  convertibility. 
At  the  conclusion  of  the  Commonwealth  Conference  of  late  1952,  Brit- 
ish Labor  party  spokesmen  strongly  opposed  hasty  removal  of  restric- 
tions in  order  to  achieve  convertibility.  As  The  Economist  expressed 
itself,  one  world  in  these  matters  was  idealistic;  in  practice  we  would 
have  to  be  content  with  1%  worlds,  where  there  would  be  a  large  non- 
dollar world  that  would  be  relatively  free  of  restrictions  and  prepared  to 

38  See  especially  International  Monetary  Fund,  Fourth  Annual  Report  of  Exchange 
Restrictions,  1953,  for  details  on  many  of  the  restrictions.  Also  see  trie  Bell,  Gray, 
and  Randall  Reports. 

39  R.  Triffin,  op.  cit.,  pp.  379-384. 
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purchase  from  dollar  countries  in  so  far  as  dollars  were  available.  Ex- 
change controls  and  discrimination  would  not  be  wholly  erased.  As  a 
preliminary  to  convertibility  it  was  indeed  necessary  to  remove  at  least 
some  of  the  discrimination  against  the  dollar — as  had  been  done  in  the 
years  1953  to  1955  by  European  countries.  It  was,  however,  too  much 
to  expect  that  the  world  was  ready  for  the  abolition  of  quotas,  exchange 
control,  and  licensing  of  imports.  In  1953,  the  official  British  position  had 
been  that  liberalization  should  not  be  sacrificed  to  convertibility.  The 
Chancellor  of  the  Exchequer  in  1955  said:  "First  we  should  have  a  strong 
internal  position;  second  we  should  have  a  degree  of  credit  available; 
and  third  there  should  be  wider  trade  policies,  particularly  between  the 
dollar  and  the  non-dollar  world."40  Butler  did  not  say  that  Europe  should 
at  one  stroke  accept  free  competition  with  American  goods  through  con- 
vertibility and  removal  of  all  other  discriminations  against  the  dollar, 
but  there  should  be  a  gradual  movement  from  the  EPU  and  OEEC  to 
wider  systems  of  trade  and  payments.41 

A  view  widely  held  is  that  convertibility  cannot  succeed  as  long  as 
the  United  States  remains  a  restrictionist  country.  But  elsewhere  we 
point  out  that  trade  restrictions  in  the  United  States  have  been  greatly 
reduced,  that  they  are  not  a  serious  deterrent  to  trade,  that  there  has 
been  a  phenomenal  rise  of  imports  into  this  country,  and  that  the  greatest 
gains  to  be  made  in  dollars  are  through  capturing  third  markets  at  the 
expense  of  dollar  countries.  Nevertheless,  I  would  not  deny  that  an 
increase  of  imports  into  this  country  of  $1  billion  a  year  associated  with 
reduced  tariffs  would  contribute  toward  a  successful  convertibility.  It 
is  not,  however,  a  sine  qua  non  if  restrictions  in  the  countries  returning 
to  convertibility  are  not  removed  too  quickly,  if  reserves  can  be  re- 
plenished, if  flexibility  of  exchanges  is  introduced,  and  if  a  number  of 
other  conditions  are  met  which  will  be  discussed  presently. 

Convertibility  and  the  EPU 

One  aspect  of  the  problem  of  restriction  and  discrimination  relates  to 
the  operations  of  the  EPU.  The  EPU  is  an  organization  which  stimulates 
trade  among  Western  European  countries  and  their  dependencies 
through  provision  of  credits  and  multilateral  balancing  of  accounts.  In 
so  far  as  this  mechanism  provides  special  facilities  for  trade  among  these 
countries,  it,  in  fact,  involves  discrimination  vis-a-vis  other  countries. 
Genuine  convertibility  might  enlist  the  cooperation  of  the  EPU  countries 

40  British  Record,  July  29,  1955,  p.  4;  The  Economist,  Nov.  7,  1953,  and  Jan.  30, 
1954. 

41  International  Financial  News  Survey,  July  23,  1954,  p.  26,  and  The  Economist, 
Nov.  6,  1954. 
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individually  or  as  a  unit  to  prevent  these  countries  from  putting  an 
excessive  burden  on  a  few  countries  that  introduce  limited  convertibility. 
The  other  EPU  countries  would  have  to  restrain  their  enthusiasm  for 
sales  to  the  countries  with  convertible  currencies  and  for  restricting  im- 
ports from  these  countries.  The  EPU  countries  not  embarking  on  conver- 
tibility would  also  be  fearful  of  the  increased  tendency  of  the  countries 
with  a  penchant  for  convertibility  to  buy  in  hard-currency  countries. 
Many  EPU  countries  will  find  themselves  deprived  of  a  form  of  protec- 
tionism; yet  they  have  officially  announced  their  strong  interest  in  con- 
vertibility and  in  1955  proposed  a  cooperative  program  to  support  it. 

However,  one  should  not  underestimate  the  contributions  of  the  EPU. 
Aside  from  the  successful  pressures  exerted  to  reduce  quotas,  the  EPU, 
through  its  payments  system  and  credits,  has  been  able  greatly  to  ex- 
pand intra-European  trade.  The  real  gain  of  intra-European  trade  over 
the  prewar  period  was  almost  40  per  cent  and  over  1948  almost  100 
per  cent,  a  large  figure  considering  the  effects  of  the  war.  Marjolin's 
estimate  is  total  transactions  of  $70  billion  to  $80  billion  for  the  first 
three  years  of  its  existence  (ending  June,  1953);  of  bilateral  deficits  and 
surpluses  of  $20  billion,  of  which  $9  billion  were  settled  by  multilateral 
compensation  and  $6  billion  by  reversals  through  time  of  positions 
within  the  EPU,  of  $350  million  by  special  grants  of  the  United  States, 
of  $1  billion  by  initial  credits  granted  by"  some  countries  and  in  other 
ways,  of  $2.1  billion  by  credits  granted  to  the  Union  by  creditors  and 
by  the  Union  to  debtors,  and  $1.5  billion  by  net  gold  payments  to  and 
by  the  Union.42  In  1956-1957  the  advance  toward  a  common  market 
may  well  further  increase  European  trade. 

But  under  a  convertible  system  the  EPU  would  play  a  different  role. 
Mr.  Butler,  Chancellor  of  the  Exchequer,  in  June,  1955,  remarked  follow- 
ing a  meeting  on  the  EPU  (reporting  to  the  House  of  Commons  on  the 
recent  Paris  meeting  of  the  OEEC)  :43 

We  have  agreed  that  the  EPU  shall  continue  in  principle  for  a  year  from  1st 
July  with  harder  gold  credit  ratios,  changing  from  50/50  to  75/25,  from 
1st  August,  and  with  suitable  arrangements  for  its  termination  in  case  of  need. 
Also,  in  case  there  is  to  be  a  transition  at  some  date  at  present  unspecified 
to  a  wider  system  with  convertibility  of  currencies,  we  made  preparations 
for  three  things:  first — and  this  was  greatly  to  the  relief  of  the  European 
nations — assistance  for  countries  in  short  term  balance  payments  difficulties 
from  the  European  Fund;  secondly,  a  system  of  clearing  of  payments  which 

42  R.  Marjolin,  "The  European  Trade  and  Payments  System,"  Lloyd's  Bank  Re- 
view, January,  1954,  pp.  2-3;  and  Organization  for  European  Economic  Cooperation, 
Progress  and  Problems  of  the  European  Economy,  1954,  pp.  30-31;  cf.  Fourth 
Annual  Report  of  European  Payments  Union,  1954,  especially  pt.  II  for  transactions, 
1950  to  1954. 

43  British  Record,  June  24,  1955,  p.  4. 
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is  being  worked  out  in  detail  at  present;  and  thirdly,  assurances  about  con- 
tinued trade  liberalization  in  the  period  after  any  convertibility  might  be 
introduced. 

In  an  official  report,  the  EPU  had  this  to  say:44 

It  is  the  Board's  hope  that  the  arrangements  which  have  been  made  for  the 
renewal  of  the  Union  (which  include  a  considerable  simplification  in  its 
methods  of  operation)  will  enable  it  to  continue  usefully  to  function  as  an 
international  payments  mechanism  as  long  as  it  may  be  needed.  It  has,  how- 
ever, been  recognized  from  the  beginning  that  the  Union  cannot  be  a  perfect 
system  and  that  its  principal  task  must  be  to  help  Member  countries  during 
a  transitional  period,  until  they  can  conduct  their  international  payments 
arrangements  on  a  world-wide  basis.  Considerable  progress  in  this  direction 
has  been  made  during  the  past  year:  the  removal  of  trade  restrictions,  the 
extension  of  the  transferability  of  some  currencies,  the  establishment  of  inter- 
national commodity  markets,  the  removal  of  restrictions  on  current  payments 
and  capital  movements,  the  narrowing  of  the  spread  between  the  free  and 
official  rates  of  exchange,  are  all  evidence  of  the  increasing  strength  of  Mem- 
ber countries  and  of  their  approach  to  a  situation  in  which  convertibility  on 
a  world-wide  basis  can  be  envisaged. 

During  the  past  year,  the  Board  has  given  considerable  time  to  a  study  of 
the  problems  which  the  adoption  of  systems  of  convertibility  by  an  important 
number  of  Member  countries  would  pose  for  all  Member  countries  and  for 
the  Union  itself.  From  these  studies,  two  major  conclusions  emerged.  The 
first  is  that  it  would  not  be  desirable  for  Member  countries  to  adopt  a  system 
in  which  their  currencies  became  convertible  into  dollars,  unless  such  a  system 
could  be  adopted  in  conditions  which  would  make  it  possible  for  intra- 
European  trade,  and  trade  between  Member  countries  and  the  rest  of  the 
world,  to  be  maintained  or  increased.  The  second  conclusion  is  that  in  modern 
conditions  the  maintenance  of  a  successful  system  of  convertibility  will  be  pos- 
sible for  most  Member  countries  only  if  they  continue  to  work  together  with 
one  another,  and  with  the  other  principal  trading  nations  of  the  world,  to 
ensure  that  the  conditions  necessary  for  the  sound  development  of  inter- 
national trade  and  finance,  including  long-term  capital  movements,  under 
convertibility  are  maintained. 

Convertibility  and  Competitive  Position 

Successful  convertibility  will  not  be  achieved  unless  the  countries  em- 
barking on  such  a  program  are  competitive.  Relevant  are  the  monetary 
and  fiscal  policies,  productivity,  and  wage  policies.  Flexibility  of  ex- 
changes also  would  contribute  toward  attaining  a  competitive  position. 
Inflationary  monetary  policies,  unbalanced  budgets,  diversion  of  re- 
sources to  domestic  service  industries  (e.g.,  through  social-welfare  pro- 
grams),  relative  losses   in  productivity,  failure  to  offset  relative  price 

44  Fourth  Annual  Report  of  European  Payments  Union,  1954,  pp.  112-113;  cf. 
Chap.  18  for  arrangements  in  1955. 
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and/ or  income  rises  not  related  to  productivity  movements  with  ex- 
change depreciation — all  these  would  threaten  the  continuation  of  con- 
vertibility or  even  its  establishment.  The  last  sentence  should  not  be 
interpreted  as  a  criticism  of  welfare  policies,  investment  programs,  and 
the  like,  but  rather  that  the  contributions  to  these  policies  toward  inter- 
national disequilibrium  should  be  given  serious  consideration. 

It  is  important,  however,  to  emphasize  the  fact  that  what  is  relevant 
are  relative  movements.  Much  inflation  is  compatible  with  a  competitive 
position  if  this  is  more  than  matched  elsewhere.  A  country  that  pursues 
a  deflationary  or  noninflationary  policy  gains  in  its  international  economic 
relations,  because  other  countries  do  not  follow.  The  success  of  Western 
Germany  in  the  years  1951  to  1955  would  have  been  considerably  less 
had  other  countries  pursued  equally  austere  policies.  Much,  of  course, 
also  depends  on  the  relation  of  any  income  rise  and  the  accompanying 
expansion  of  imports.  When  a  rise  of  productivity  and  income  is  reflected 
in  a  gain  of  money  income  rather  than  in  a  decline  in  prices — the  usual 
pattern  in  recent  years — the  unfavorable  effects  on  the  international 
balance  of  the  lagging  countries  would  be  less  than  if  greater  relative 
rises  in  productivity  were  reflected  primarily  in  price  reductions.45 

To  many,  the  major  argument  for  convertibility  is  that  in  its  absence 
domestic  producers  are  protected  against  many  foreign  competitors  and 
thus  government,  monetary  authorities,  or  the  individual  producer  does 
not  really  pursue  the  policies  which  ensure  minimum  costs.  Convertibility 
is  the  approach  toward  competitive  costs. 

Since  so  much  has  been  said  about  the  relevance  of  monetary,  fiscal, 
and  wage  policies  and  so  much  of  the  responsibility  for  imbalance  put 
upon  those  responsible  for  easy  monetary  policies,  budgetary  deficits, 
high-wage  policies,  and  the  like,  I  have  put  together  Table  27-10,  which 
includes  the  major  variables  over  the  several  years  for  the  United 
Kingdom,  Germany,  France,  and  the  United  States.  Irresponsible  policies 
undoubtedly  contributed  toward  the  dollar  gap,  though  my  view  is 
that  these  were  not  as  a  rule  a  decisive  factor.  But  just  as  inflationary 
policies,  through  their  effect  on  competitive  position,  may  increase  the 
dollar  shortage,  so  similar  policies  in  the  convertibility  phase  may  en- 
danger the  maintenance  of  convertibility. 

Table  27-10  shows  that  Germany's  competitive  position  has  improved, 
especially  vis-a-vis  France  and  also  vis-a-vis  the  United  Kingdom.  Com- 
pare, for  example,  the  large  rise  in  the  supply  of  money  relative  to  that 
of  industrial  production  and  employment  and  of  wages  of  France  as 
against  Germany  and  the  smaller  rise  of  prices  for  the  latter.  It  is  not 
surprising,  then,  that  Germany  has  experienced  a  phenomenal  rise  of 
reserves   whereas   France   and  the   United   Kingdom   experienced   sub- 

45  Cf.  Chap.  16. 
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Table  27-10.  United  Kingdom,  Germany,  France,  and  the  United  States: 

Several  Variables  Relevant  for  a  Study  of  Inflation  and 

Competitive  Position,  1950  and  1953 

(Percentage  changes,  1950  to  1953) 


Monetary  supplies 

Wage  (rates) 

Yield  of  long-term  govern 

ment  bonds 

Budget,  1951-1953* 


Prices: 

Wholesale 

Cost  of  living 

Gold  and  foreign  exchange 


United 
Kingdom 


+  1 
+23 

+  16 
Deficits   =7% 
of  expendi- 
tures, 1951  and 
1952 


+25 
+23 
-24 


Germany 


+42 
+32 


Net  sur- 
plus, 1951 
and  1952 


+  16 

+7 

+746 


France 


+50 
+61 

-17 

Large  deficits 
(20%  of  ex- 
penditures, 
1951  and 
1952)f 

+28 
+30 
-35 


United 

States 


+  11 
+20 

+26 
Surplus, 
1951-1953 


+6 

+  11 

-3 


*  Figures  relate  for  the  net  balances  for  the  two  to  three  years  considered  together. 

|  The  deficit  relates  primarily  to  nonordinary  expenditures.  Cf .  Organization  for 
European  Economic  Cooperation,  Progress  and  Problems  of  the  European  Recovery, 
January,  1954,  pp.  99-100. 

source:  Calculated  from  International  Monetary  Fund,  International  Financial 
Statistics. 

stantial  declines.  There  is  also  a  contrast  in  the  deficit  spending  of  Ger- 
many, on  the  one  hand,  and  France  and  the  United  Kingdom,  on  the 
other.  This  table  might  suggest  why,  early  in  1954,  the  United  Kingdom 
and  France  were  in  debt  to  the  EPU  whereas  Germany  was  a  creditor. 
Over  a  period  of  3%  years  under  the  EPU  the  United  Kingdom  had 
accumulated  debts  of  $805  million  ($551  million  outstanding)  and 
France,  $845  million  ($312  million  outstanding).  But  Germany  had  ad- 
vanced $918  million  ($509  million  outstanding).46 

Europe's  inability  to  equilibrate  its  dollar  account  is  emphasized  by 
an  examination  of  the  United  States  developments  from  1950  to  1953 
in  contrast  to  those  of  the  three  major  Western  European  countries.  Note 
that  monetary  expansion  was  less  ( except  vis-a-vis  the  United  Kingdom ) , 
price  rises  in  all  but  one  of  six  instances  substantially  less,  the  wage  in- 
flations less  in  this  country,  and  the  rise  of  production  and  employment 
greater  than  that  for  the  other  countries  with  the  exception  of  the 
United  Kingdom.  It  might  well  be  expected  that  our  reserves  would  not 
fall  greatly  and  our  export  balance  rise. 


International  Monetary  Fund,  International  Financial  Statistics. 
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From  1951  to  1953,  the  results  are  somewhat  different.  Here  the 
greater  expansion  of  income  in  the  United  States  and  the  related  off- 
shore-procurement program  contributed  to  a  great  change  in  the  balance 
of  payments  and  the  direction  of  movements  of  reserves. 

From  1953  to  1955,  however,  the  French  position  improved  greatly,  as 
evidenced  by  the  stability  of  prices,  the  rise  of  wages  and  industrial 
production,  and  improvement  of  her  international  position.  It  is  not 
clear,  however,  how  long  the  favorable  position  of  France  can  be 
sustained.  With  dollar  grants  cut  in  1956,  with  excessive  dependence 
on  colonial  trade  and  large  (and  hence  unstable)  agricultural  exports, 
and  with  a  precarious  political  and  military  situation,  it  is  possible  that 
the  symptoms  of  relative  price  stability  and  gains  of  reserves  and  sub- 
stantial gains  of  output  may  be  misleading.  In  the  meantime,  the 
stability  of  prices  in  France  and  Germany  and  the  United  States  (no 
significant  change  from  1952  to  1955)  should  be  compared  with  the 
rise  of  10  per  cent  in  United  Kingdom  and  8  per  cent  in  Italy  from  1952 
to  1955.  In  the  three  years  1952  to  1955,  it  might  be  noted  that  gross 
national  product  rose  by  30  per  cent  in  Western  Germany,  13  per  cent 
in  France,  12  per  cent  in  the  United  States,  and  13  per  cent  in  the 
United  Kingdom.  The  5  per  cent  rise  in  industrial  output  for  the  United 
Kingdom  in  1955  is  assumed  to  be  for  GNP.47 

The  Relevance  of  a  Depression 

Europe  may  not  embark  on  convertibility  in  a  serious  way  until  she  is 
reasonably  sure  that  the  United  States  is  not  beset  by  a  depression. 
Europe  is  more  fearful  of  a  United  States  depression  than  of  her  tariff 
policy.  As  noted  elsewhere,  a  depression  of  the  order  of  1937-1938  de- 
cline would,  according  to  a  UN  committee,  cost  Europe  $10  billion 
within  two  years.  Not  only  would  such  losses  mean  great  declines  of 
sales  in  this  market,  but  protective  measures  would  exert  a  deflationary 
influence  on  European  and  other  economies.  Yet  Europe  is  hopeful 
that  this  country  will  take  necessary  measures  to  prevent  a  recession  and 
so  has  been  assured  by  representatives  of  the  United  States  government 
in  1953.  "The  United  States  Government  has  on  many  occasions  declared 
its  intention  to  preserve  internal  stability,  and  the  United  States  repre- 
sentatives who  have  assisted  in  this  preparation  of  the  present  report 
have  repeated  these  assurances  in  the  most  forthright  manner.  .  .  .  "48 

How  much  imports  are  affected  by  a  United  States  recession  is  sug- 
gested  by  the   following  illustration    ( see  also   Chapter  28 ) :    In   1929 

47  Figures  from  International  Monetary  Statistics;  R.  Nurkse,  op.  cit.,  p.  129; 
British  Record,  Mar.  30,  1956;  and  H.  Furth,  op.  cit. 

48  Organization  for  European  Economic  Cooperation,  Progress  and  Problems  of  the 
European  Recovery,  January,  1954,  p.  28. 


506  Some  Aspects  of  Adjustment  in  the  Postwar  Period 

to  1932,  imports  into  the  United  States  declined  by  70  per  cent,  or  equal 
to  1%  times  as  much  as  industrial  production  and  GNP.  In  1937 — 
1938,  the  decline  of  import  value  was  35  per  cent,  or  six  times  the  drop 
in  GNP  and  equal  to  1%  times  that  in  industrial  output.  As  both 
Alder  and  Zassenhaus  have  shown,  the  decline  tends  to  be  greater  for 
raw  materials  than  for  manufactured  products  and  hence  for  regions 
producing  the  former. 

Since  writing  the  above,  I  have  read  an  interesting  paper  presented 
by  Dr.  Zassenhaus49  before  the  American  Economic  Association  meeting 
in  December,  1954,  and  subsequently  published  in  the  Review  of  Eco- 
nomics and  Statistics.  Zassenhaus  notes  that,  as  might  be  expected,  import 
values  ( reflecting  quantity  and  price  movements )  are  more  sensitive  than 
import  volume  and  also  that  the  highest  sensitivity  is  to  be  found  in  im- 
ports of  crude  materials  and  semimanufactured  materials.  He  argues 
cogently  that  the  effects  of  the  1953-1954  recession  on  imports  were  not 
markedly  out  of  line  with  results  in  earlier  recessions.  In  making  this 
study,  Zassenhaus  adjusts  the  1953-1954  imports  for  the  change  in  the 
pattern  of  trade  and  hence,  also,  the  expected  changes  in  imports  relative 
to  production.  He  also  points  out  that  the  substantial  cut  in  imports  was 
offset  by  a  rise  in  supplies  made  available  from  other  sources,  that  as  in 
previous  recessions  output  in  nondollar  countries  rose  while  United 
States  output  declined,  and  in  1953-1954,  in  contrast  to  previous  reces- 
sions, price  stability  prevailed  in  the  United  States.  This  stability  tended 
to  contain  the  price  decline  elsewhere.  Hence  Zassenhaus  concludes  that, 
all  things  considered,  the  external  effects  of  the  recession  in  1953-1954 
were  about  what  was  to  be  expected.  Note  that  the  rise  of  output  in  the 
nondollar  world  would  tend  to  stimulate  imports  into  the  United  States 
and  thus  contain  the  effects  upon  imports  of  a  United  States  recession, 
and  the  stable  prices  in  the  United  States  would  moderate  the  fall  in 
the  price  of  imports.50 

In  the  literature  on  this  subject,  the  view  increasingly  has  been  that 
the  high  correlation  is  between  United  States  output  (or  income)  and 
United  States  imports,  not  so  much  between  prices  of  imports  and  the 
value  of  imports.  But  Dr.  Adler  and  his  colleagues  in  an  important  study 
stress  the  significance  of  a  high  price  elasticity  for  manufactures,  though 
not  denying  the  importance  of  income  elasticity.51 

49  "Direct  Effects  of  a  U.S.  Recession  on  U.S.  Imports — Expectation  and  Eventual," 
Review  of  Economics  and  Statistics,  August,  1955. 

50  Cf.  C.  Chang,  Cyclical  Movements  in  the  Balance  of  Payments,  1951,  and 
L.  Tarshis,  International  Trade  and  Finance,  1955,  pp.  350-352,  for  a  discussion  of  the 
greater  response  of  imports  of  agricultural  commodities  and  of  agricultural  countries 
to  fluctuations  of  income  than  of  imports  of  industrial  commodities  and  countries. 

51  J.  H.  Adler,  Schlesinger,  and  Van  Westerborg,  The  Pattern  of  United  States 
Import  Trade  since  1923,  1952. 


Convertibility  507 

The  issue  of  whether  price  elasticity  or  income  elasticity  is  more 
important — that  is,  is  Europe's  supply  of  dollars  replenished  more  easily 
by  introducing  a  competitive  price  or  by  relying  on  a  high  national  in- 
come in  this  country? — is  an  important  problem.  Relying  on  new  methods 
of  comparing  foreign  and  United  States  prices,  Adler  and  associates 
found  a  higher  price  elasticity  than  is  ordinarily  to  be  had,  but  they 
also  noted  that  price  elasticities  vary  greatly  according  to  the  country 
of  origin  of  the  product  and  economic  conditions  in  the  United  States. 
For  the  United  Kingdom  he  found  a  high  price  elasticity  ( —5.2 )  and  for 
Switzerland,  a  low  price  elasticity  ( — 0.1  to  — 0.3).  The  difference  is 
explained  by  the  fact  that  British  exports  are  highly  competitive  and 
hence  a  reduction  in  price  as  a  means  of  capturing  competitors'  markets 
finds  a  large  response  but  Swiss  exports  to  the  United  States  market 
( largely  watches )  are  almost  a  monopoly. 

However,  Adler  also  finds  that  price  elasticities  were  much  lower 
in  the  twenties  when  income  elasticities  were  higher  (1.4)  and  much 
higher  in  the  thirties  when  income  elasticities  were  lower  (1.0).  In  the 
thirties,  prices  moved  much  more  violently  than  in  the  twenties,  and 
generally  the  response  is  greater  with  a  large  price  change  as  in  the 
thirties  than  with  a  small  price  change  as  in  the  twenties.  Moreover,  in 
prosperity,  high  income  will  blunt  the  price  effects  and,  in  depression, 
low  incomes  intensify  the  influence  of  price  movements  as  compared 
with  the  smaller  sensitivity  in  prosperity. 

Price  elasticities  are  not  easily  dissociated  from  the  effects  of  income. 
For  example,  a  rise  of  income  in  the  United  States  may,  in  itself,  bring 
about  an  expansion  of  output  abroad  and  sales  in  this  market.  Here  an 
increase  of  sales  may  seem  to  be  related  to  a  price  cut,  but  actually 
demand  and  supply  are  not  independent,  increased  purchases  being 
related  to  factors  other  than  price  cuts.52 

In  conclusion,  striking  changes  of  imports  into  the  United  States  seem 
to  be  related  especially  to  variations  in  total  income,53  but  there  is  some 
evidence  that  by  making  their  prices  competitive,  European  exporters 
of  manufactures  who  face  strong  competition  may  find  a  large  response. 
It  is  not  easy,  however,  to  claim  that  the  relation  of  the  rise  of  purchases 
relative  to  the  price  decline  is  a  measure  only  of  price  elasticity.  This 
analysis,  moreover,  leaves  out  of  account  the  extent  to  which  elasticity 
of  demand  for  the  foreign  component  of  the  product  is  reduced  in 
practice  because  the  final  price  to  the  consumer  in  this  country  is  a 
multiple  of  the  import  price.  Finally,  we  should  note  that  the  present 

52  See  ibid.,  especially  chaps.  5  and  6;  H.  K.  Zassenhaus,  "New  Material  on 
United  States  Imports,"  Review  of  Economics  and  Statistics,  February,  1953,  pp. 
92-97;  and  G.  Orcutt,  "Measurement  of  Price  Elasticities  in  International  Trade," 
Review  of  Economics  and  Statistics,  May,  1950,  pp.  117-132. 

53  See  W.  Thorpe,  Aid,  Trade  or  What?  and  also  Harrod  in  support  of  this  view. 
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situation  is  more  like  that  of  the  twenties,  when  price  elasticities  of  ex- 
ports to  this  country  were  much  lower  than  in  the  thirties. 

Trends  of  1951  to  1956  and  Some  General  Observations 

Convertibility  is  a  major  issue  of  economic  policy.  No  simple  answer 
is  available.  A  return  to  convertibility  would  not  solve  all  our  inter- 
national economic  problems.  For  example,  the  pressure  of  creditor 
nations  that  keep  foreign  goods  out  and  fail  to  use  their  increased  re- 
sources for  lending  abroad  will  plague  the  world  as  much  under  con- 
vertibility as  under  inconvertibility. 

Even  in  early  1956  a  return  to  universal  convertibility  was  still  out  of 
the  question.  We  can  but  look  forward  to  the  establishment  of  con- 
vertibility by  certain  European  countries.  Conditions  for  a  widespread 
convertibility  are  adequate  reserves,  cooperation  from  creditor  countries, 
sound  monetary  and  fiscal  policies  by  the  countries  returning  to  con- 
vertibility (unsound  monetary  and  fiscal  policies  in  the  dollar  countries 
may  help,  temporarily  at  least),  continued  gains  in  the  competitive 
position  of  nondollar  countries,  and  use  of  floating  exchange  rates. 

Western  European  countries  are  in  different  stages  of  preparedness  for 
convertibility.  An  examination  of  economic  trends  from  1950  to  1953 
in  the  three  largest  Western  European  countries  gives  emphasis  to  this 
point,  as  does  a  study  from  1952  to  1955.54  For  Germany,  the  large  gains 
in  output,  the  sound  budgetary  situation,  the  relative  price  stability,  the 
marked  improvement  in  reserve  position — these  are  to  be  contrasted  to 
some  inflationary  symptoms  (despite  price  stability)  in  France,  the 
moderate  rise  of  production  ( 40  per  cent  of  Germany's ) ,  the  unbalanced 
budget,  and  the  unfortunate  decline  of  savings.  (Cf.  earlier  discussion  of 
reserves  in  Chapter  26. 

On  the  issue  of  convertibility,  the  position  of  the  Randall  Commission 
seems  to  the  author  to  be  essentially  correct.  The  burden  on  Britain  of 
a  return  to  convertibility,  since  she  finances  40  per  cent  or  more  of  the 
world  trade,  would  be  great.  The  Commission  favors  "a  gradual  and 
controlled  approach  to  full  convertibility"  and  is  aware  (though  in- 
adequately) of  the  need  of  appropriate  policies  in  Europe  and  in  this 
country.  The  first  step  would  be  a  commodity  convertibility;  that  is, 
currencies  obtained  through  current  sales  of  commodities  would  be 
convertible.55 

By  1954-1955,  large  advances  had  been  made.  Thus  nonresidents  in 
the  United  Kingdom  have  the  right  to  convert  sterling  with  the  im- 
portant  exceptions   of  not  being  allowed  to  open  American  accounts 

54  Cf .  Furth,  op.  cit. 

55  Commission  on  Foreign  Economic  Policy,  Report  to  the  President  and  the 
Congress,  January,  1954,  pp.  72—75. 


Convertibility  509 

which  are  transferable  and  to  convert  sterling  arising  from  the  sale  of 
property  and  investment.  Even  by  early  1954,  currencies  were  con- 
solidated into  three  types:  dollar-account  sterling  available  for  any  use 
open  to  those  receiving  dollar  income,  sterling  belonging  to  any  residents 
of  the  sterling  area  available  within  the  sterling  area  but  exchangeable 
for  dollars  only  with  permission,  and  finally,  transferable  sterling  subject 
to  no  restrictions  except  nonuse  in  the  dollar  area.  Nonresidents  received 
preferential  treatment  over  residents,  who  were  subject  to  all  kinds  of 
restrictions  on  purchases  of  hard  currencies;  the  nonresident  was  even 
beginning  to  receive  privileges  on  capital  as  well  as  current  transactions. 
In  opening  important  commodity  markets  to  unrestricted  market  forces, 
the  British  introduced  a  large  element  of  commodity  convertibility;  that 
is,  not  only  are  goods  purchased  in  the  cheapest  markets,  but  some  com- 
modities purchased  with  dollars  may  be  paid  for  with  sterling.  Hence 
in  this  sense  nonresident  sterling  is  convertible. 

By  the  latter  part  of  1954,  Germany,  Switzerland,  and  the  Benelux 
countries  had  advanced  far  in  the  direction  of  making  their  currencies 
convertible.  By  this  time  these  countries  had  virtually  abandoned  dis- 
crimination against  the  dollar.  In  Germany,  with  a  strong  export  position, 
increased  reserves,  price  stability,  the  deutsche  mark  a  hard  currency 
( 97  marks  =  100  Swiss  francs ) ,  and  the  abandonment  of  many  trade 
restrictions  and  subsidies  for  exporters,  the  movement  toward  con- 
vertibility had  made  great  progress.  Progress  continued  in  1955  and 
1956. 

In  1951  and  1952,  when  Europe  was  still  experiencing  a  serious 
balance-of-payments  problem,  the  discussion  of  convertibility  centered 
around  such  issues  as  anti-inflationary  policy  and  an  improvement  in  the 
competitive  position  of  Western  Europe.  By  the  end  of  1952,  enthusiasm 
for  convertibility  was  on  the  increase,  but  there  tended  to  develop  an 
excessive  emphasis  on  the  shadow  (convertibility)  instead  of  on  the 
substance  (liberalization  of  trade).  By  1953,  the  British  in  particular 
began  to  waver.  They  were  concerned  over  the  inadequacy  of  reserves, 
United  States  trade  policy,  the  possibilities  of  a  depression  in  the  United 
States,  and  the  problem  of  integrating  policy  with  the  Continental  and 
even  Latin  American  countries,  which  countries  might  drain  dollars  from 
the  United  Kingdom. 

In  1953  to  1955  much  progress  was  made  in  liberalizing  trade,  in 
particular  in  intra-European  trade,  but  also  in  reducing  discrimination 
against  dollar  imports.  The  stabilization  of  prices  in  some  major  coun- 
tries, the  provision  for  stand-by  credits  and  the  plans  for  a  European 
Fund  to  help  the  weaker  nations  in  Europe  following  convertibility,  the 
slight  effects  of  the  American  recession,  the  improved  competitive  posi- 
tion not  only  of  the  United  Kingdom  but  of  several  Continental  countries 
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— all  these  made  possible  both  liberalization  of  trade  and  greater  freedom 
to  export  capital  and  generally  increased  freedom  to  exchange  currencies 
for  dollars.  By  1955,  dollar  convertibility  was  far  advanced  de  facto 
though  not  de  jure,  but  there  were  still  strong  voices  shouting  that  too 
much  emphasis  was  being  put  upon  convertibility  and  the  gains  of 
income  resulting  from  the  return  to  a  convertible  currency  and  too  little 
upon  the  effects  of  increased  convertibility  upon  the  output  and  em- 
ployment of  the  major  industries.  Day  and  Austin  Robinson,  in  particular, 
raised  some  questions  here.56 

In  late  1956,  there  were  still  uncertainties.  One  commentator,  late  in 
1954,  announced  that  many  countries  seem  to  be  on  the  verge  of  con- 
vertibility, standing  there  like  the  girl  in  the  nursery  rhyme: 

Mother,  may  I  go  to  swim? 

Yes,  my  darling  daughter! 

Hang  your  clothes  on  the  hickory  limb 

But  don't  go  near  the  water! 

But  in  1955-1956,  convertibility  seemed  as  far  off  as  in  1954.  The  balance- 
of-payments  scare  in  Great  Britain  in  1954  to  1956  once  more  reminded 
the  authorities  that  overexpansion  was  a  constant  threat  to  convertibility, 
either  to  its  inception  or  to  its  continuance.57  An  increased  fear  that 
convertibility  was  premature  as  long  as  there  was  serious  danger  that 
with  convertibility  the  current  pound  rate  might  have  to  be  reduced  or 
controls  be  reintroduced — this  increased  the  caution.  In  other  words,  the 
support  offered  by  floating  exchange  was  beginning  to  be  considered  a 
mirage.  Increased  fears  of  protectionism  in  the  United  States,  associated 
with  the  weak  United  States  Trade  Agreement  Bill  of  1955  and  decisions 
by  the  President  on  the  importation  of  Swiss  watches  and  bicycles,  also 
contributed  toward  a  timorous  attitude.  An  unwillingness  of  the  Federal 
Reserve  to  contribute  stand-by  credits  further  suggests  caution.  Yet 
despite  these  reservations,  much  progress  had  been  made:  Inflation  was 
under  greater  control  than  in  the  early  fifties,  and  reserves  were  larger 
despite  the  reduction  of  trade  barriers,  and  arrangements  for  temporary 
credits  had  been  made. 

On  one  issue  there  still  was  much  disagreement:  There  were  those 
who  held  that  convertibility  would  increase  the  international  services 
performed  by  the  British  economy,  and  this  constituted  an  additional 
argument  for  convertibility,  and  there  were  others  who  feared  that  the 

56  The  reader  should  consult  especially  The  Economist,  which  over  several  years 
periodically  published  provocative  articles  on  this  subject.  Also  see  A.  C.  L.  Day, 
The  Future  of  Sterling,  1954;  "Recent  Changes  in  Great  Britain's  Trade  and  Pay- 
ments, Controls,"  Federal  Reserve  Bank  of  New  York  Monthly  Review,  January, 
1954;  and  Financial  Times,  July  22,  1953,  Jan.  27,  1954,  and  Sept.  27,  1954. 

57  The  Economist,  July  30,  1955. 
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effects  of  restrictive  monetary  and  fiscal  measures  required  to  support 
convertibility  would  much  more  seriously  affect  the  economy  than  the 
invisible  income  would  improve  it.  (From  1950  to  1953  trade  financed  in 
sterling  rose  from  £534  million  to  £1,493  million.58) 

In  summary,  the  world  in  1955-1956  was  closer  to  convertibility  than 
in  1950  to  1952,  but  there  were  still  roadblocks,  and  caution  is  required 
lest  the  price  of  convertibility  be  reduced  output  and  trade.  International 
crises,  such  as  the  Suez  crisis  of  1956,  further  delay  convertibility. 

58  International  Financial  News  Survey,  Aug.  6,  1954. 


CHAPTER  28 

Some  Aspects  of  Trade  and  Dollar  Shortage 


General  Comments 

In  earlier  chapters  we  have  considered  various  aspects  of  the  dollar 
shortage.  How  much  can  trade  policy  contribute  toward  a  solution  of 
the  problem  of  the  dollar  shortage?  Flexibility  of  exchange  rates?  A 
change  in  the  price  of  gold?  Once  the  competitive  position  of  the  non- 
dollar countries  improves  sufficiently,  in  turn  related  to  (1)  the  choice 
of  appropriate  exchange  rates,  (2)  the  resumption  of  a  normal  flow  of 
capital  from  dollar  countries,  (3)  the  commercial  policy  of  dollar 
countries,  and  following  a  removal  of  abnormal  restrictions  against  dollar 
trade  and  cooperation  in  commercial  policy  among  the  nondollar  coun- 
tries (e.g.,  refraining  from  capturing  dollars  through  special  restrictions 
on  trade  from  other  nondollar  countries ) ,  then  convertibility  of  currency 
would  be  a  recognition  of  the  solution  of  the  dollar  problem. 

I  have  reserved  for  the  present  chapter  a  study  of  the  trends  of  trade 
in  the  postwar  period.  They  are  the  barometer  of  the  competitive  rises 
of  nondollar  countries,  of  the  choice  of  appropriate  exchange  rates,  and 
they  also  reflect  the  relative  advance  toward  convertibility  of  different 
countries  and  regions. 

It  is  well  to  stress  at  the  outset  that  even  though  all  nondollar  coun- 
tries may  be  close  to  convertibility  and  there  may  be  countries  or  regions 
strong  enough  to  resume  convertibility  (on  the  assumption  that  other 
countries  would  not  drain  dollars  from  the  minority  returning  to  con- 
vertibility), there  may  also  be  others  far  below  convertibility  strength. 
In  this  connection  the  large  gains  of  Europe  (though  even  here  in 
varying  degrees)  in  the  years  1953  to  1955  are  to  be  contrasted  to 
the  losses  of  the  raw-material  countries  and  even  food-producing  areas. 
In  fact,  part  of  the  increased  strength  of  Western  Europe  was  at  the 
expense  of  these  countries,  which  experienced  a  deterioration  in  their 
terms  of  trade.  In  1954-1955  the  losses  of  the  United  Kingdom  vis-a-vis 
Continental  Europe  are  also  significant. 

The  shortage  of  dollars  since  1913  has  been  attested  by  the  large 
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volume  of  grants  and  repudiated  loans  from  the  United  States,  the  sub- 
stantial inflow  of  gold  into  this  country,  and  the  imposition  of  unusual 
restraints  on  trade  by  nondollar  countries.  In  the  years  1913  to  1953 
the  gold  stock  of  the  country  rose  from  $1.5  billion  to  $22  billion  (the 
former  at  $20.67  an  ounce,  the  latter  at  $35  an  ounce).  Indeed,  one  may 
contend  that  the  gains  of  gold  are  not  so  large  as  they  seem,  since  short- 
term  external  liabilities  rose  by  $10.5  billion  in  these  years.1  These  are  a 
claim  on  our  gold  supplies.  But  it  should  be  observed  that  the  rise  of  ex- 
ternal short-term  liabilities  reflects  also  the  strength  of  the  dollar  and  the 
gains  of  New  York  as  the  world's  financial  center.  Large  withdrawals 
are  not  likely.  Large  reserves  of  dollars  by  foreign  countries  are  likely 
to  be  normal.  The  importation  of  this  short-term  capital  reflects  the 
strength  of  the  American  economy  in  the  same  sense  that  the  importa- 
tion of  gold  does. 

On  another  issue  we  cannot  be  so  certain.  The  existence  of  the  dollar 
shortage  has  been  attested  in  part  by  the  large  political  grants  of  the  last 
forty  years.  These  are  considered  abnormal,  unilateral  grants.  It  may 
well  be  that  in  the  uncertain  and  more  closely  knit  world  and  under  the 
pressures  of  the  cold  or  hot  wars,  transfers  from  the  strong  countries  to 
the  weak  may  become  a  normal  state  of  affairs.  It  would  follow,  there- 
fore, that  just  as,  say,  normal  private  capital  movements  are  not  taken 
as  a  barometer  of  dollar  shortage,  political  grants  of  $5  billion  or  even 
$10  billion  per  year  may  not  be  so  considered. 

If  the  nondollar  countries  are  to  achieve  balance  in  their  accounts, 
they  must  expand  their  exports  to  the  dollar  countries  or  reduce  their 
imports.  Of  course,  grants  are  a  substitute  for  increased  exports  or  re- 
duced imports,  and  increased  loans  at  least  postpone  the  day  of 
reckoning. 

These  adjustments  may  come  as  total  trade  rises,  that  is,  through 
a  gain  of  exports  for  nondollar  countries  vis-a-vis  imports  in  a  world 
with  trade  rising,  or  the  adjustment  may  come  primarily  through  a  re- 
duction of  imports  by  nondollar  countries  as  world  trade  tends  to 
decline. 

There  are  some  misconceptions  about  trade  trends.  It  is  often  said  that 
trade  has  declined  since  the  twenties.  Actually  there  was  a  decline  in 
the  thirties,  but  a  large  rise  since.  Even  in  relation  to  national  income, 
trade  was  higher  in  World  War  II  and  after  than  in  the  thirties.  In  part 
the  explanation  of  the  recovery  is  the  large  flow  of  political  grants,  but 
a  major  explanation  of  the  gains  is  the  rise  of  world  income. 

As  was  adumbrated  earlier,  there  are  many  reasons  for  a  downward 
trend  in  trade:  increased  trade  restrictions  in  a  nationalistic  world,  the 

1  Figures  from  Historical  Statistics  of  the  United  States,  1789-1945,  and  Survey 
of  Current  Business,  July,  1954. 
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greater  importance  of  domestic  commodities  such  as  services,  the  sub- 
stitution of  synthetics  for  materials  formerly  imported,  and  (related)  the 
tendency  to  become  self-sufficient  in  strategic  items.  Operating  also  to 
reduce  international  transactions  are  such  factors  as  reduced  immigra- 
tion (and  hence  less  remittances  and  travel  abroad)  and  institutional 
obstacles  to  the  exportation  of  capital.  (Personal  savings  now  go  pri- 
marily to  institutions  which  are  to  a  substantial  degree  not  allowed  to 
export  capital.  An  offsetting  factor  is  increased  exports  of  capital  out  of 
the  increasingly  important  savings  of  corporations. ) 

Walther  Lederer,  of  the  Department  of  Commerce,  has  also  pointed 
out  that  there  are  factors  which  tend  to  increase  the  importance  of  trade 
and  especially  United  States  imports.  The  exhaustion  of  raw  materials 
has  been  discussed  earlier.  He  also  mentions  the  increase  in  the  propor- 
tion of  imports  which  are  competitive  with  domestic  output  (here  the 
marginal  producer  is  held  more  likely  to  be  in  this  country;  the  foreign 
producer's  supply  is  less  elastic,  as,  for  example,  in  rubber,  and  his  price 
flexibility  greater;  and  hence  in  response  to  increased  competition  the 
domestic  seller  is  more  likely  to  suffer);  the  growing  proportion  of  im- 
ports produced  abroad  by  American  firms,  which  tend  to  favor  their 
own  product  and  hence  to  import  their  products  rather  than  purchase 
at  home  (imports  of  American  branches  and  subsidiaries  amounted  to 
$2.2  billion  in  1952);  the  declining  sensitivity  of  imports  to  cyclical 
declines  (e.g.,  petroleum,  foodstuffs).  These  are  all  factors  that  tend  to 
increase  United  States  import  trade.  A  greater  disposition  to  grant  cred- 
its or  take  advantage  of  higher  rates  of  return  abroad  tends  to  stimulate 
exports.2 

Allow  me  to  present  very  briefly  the  major  conclusions  of  this  chapter 
based  on  the  dull  statistics  to  be  presented.3  The  nondollar  world  has  im- 
proved its  international  position  more  by  increasing  exports  than  by 
reducing  imports.  Both  the  failure  of  the  dependencies,  Asia,  and  other 
underdeveloped  regions  to  provide  the  goods  that  might  be  substituted 
for  dollar  goods  and  their  failure  to  sell  to  the  United  States  in  excess 
of  purchase  on  the  prewar  model  and  thus  provide  dollars  for  Western 
Europe  have  proved  especially  troublesome  to  Western  Europe.  Instead, 
these  countries  accumulated  large  deficits  and  even  deficits  vis-a-vis  the 
dollar.  But  it  should  be  noted  that  the  rise  of  imports  from  the  United 
States  of  both  Western  Europe  and  other  nondollar  countries  was  associ- 
ated with  loans  and  grants  in  part  and  therefore  was  not  so  costly  in 

2  W.  Lederer,  "Major  Developments  Affecting  the  United  States  Balance  of 
Payments,"  Review  of  Economics  and  Statistics,  May,  1956,  pp.  177-192. 

3  The  reason  for  putting  this  chapter  near  the  end  is  that  it  is  not  interesting  read- 
ing. Some  may  prefer  to  read  only  this  opening  section. 


Some  Aspects  of  Trade  and  Dollar  Shortage  515 

pressure  on  reserves  as  they  otherwise  would  have  been.  Another  cause 
of  the  dollar  problem  was  the  great  success  of  the  United  States  in  pene- 
trating the  markets  of  almost  every  region  in  competition  with  non- 
dollar countries — again  in  part  due  to  political  grants  and  capital  ex- 
ports. Finally,  observe  that  in  1952  to  1956  the  dollar  position  of  the 
nondollar  world  improved  greatly,  in  part  because  of  a  gain  of  competi- 
tive prices  in  third  markets,  the  increased  availability  of  supplies  from 
nondollar  countries,  and  some  gains  in  capital  exports  from  the  United 
States  when  they  were  especially  needed.  But  the  gains  were  unevenly 
divided  between  Western  Europe  and  the  others  and  between  sterling 
countries  (inclusive  of  the  United  Kingdom)  and  other  non-European 
and  non-American  countries. 

The  main  material  in  the  statistical  section  is  summarized  more  fully 
below  (by  sections). 

1.  The  opening  section  deals  with  the  relation  of  United  States  im- 
ports and  national  income,  a  subject  touched  on  in  other  chapters  also. 
A  high  association  of  imports  and  income,  an  explanation  of  the  small 
volume  of  imports  relative  to  gross  national  product  for  the  United 
States,  recent  increases  in  the  ratio  of  imports  to  income — these  are 
main  issues  in  this  section. 

2.  How  can  the  dollar  problem  be  solved?  Obviously,  a  rise  of  United 
States  imports  is  one  approach.  A  reduction  of  imports  from  dollar  coun- 
tries by  nondollar  countries  is  another.  In  section  2,  it  is  made  clear  that 
the  major  shifts  in  the  postwar  period  were  not  in  a  reduction  of  United 
States  imports  by  nondollar  countries  but  in  an  expansion  of  exports 
to  the  United  States.  This  does  not  mean,  of  course,  that  even  if  Western 
European  imports  from  the  United  States  rose  somewhat,  strong  meas- 
ures were  not  taken  to  reduce  imports  from  the  United  States.  From 
1946  to  1949,  there  was  not  a  substantial  change  in  the  real  value  of 
European  imports  from  the  United  States,  but  in  the  years  1950  to  1955, 
large  increases  occurred,  despite  the  discrimination  against  dollar  goods. 
Political  grants  largely  explain  these  increases.  From  this  section,  it  is 
apparent  that  the  ratio  of  exports  to  and  imports  from  the  United  States 
increased  greatly  from  1946  to  1951,  though  even  in  1951  the  ratio  of 
exports  to  imports  was  only  40  per  cent  for  Organization  for  European 
Economic  Cooperation  countries. 

In  1952  and  1953,  the  Continental  countries  tended  to  rely  less  rela- 
tively on  imports  from  the  United  States  and  Canada  and  to  expand 
their  exports  relatively  to  the  United  States,  but  for  the  United  Kingdom 
the  improvement  is  not  equally  clear.  The  proportion  of  exports  to  the 
United  States  and  Canada  declined  as  did  the  proportion  of  imports 
from  the  United  States.  For  other  sterling  countries  there  was  a  sub- 
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stantial  relative  loss  of  exports  to  the  United  States  and  Canada  and  a 
relative  rise  of  imports  for  the  two  years  together,  but  it  should  be  ob- 
served that  there  was  a  large  reduction  for  these  countries  in  the  excess 
of  all  imports  over  exports  in  1952  and  1953. 

In  1952,  1953,  and  1954  (the  figures  in  the  text  in  section  2  generally 
go  through  1951),  there  were  significant  changes  in  trade  trends.  Thus 
the  United  States  excess  of  exports  rose  in  these  years  and  in  1955  de- 
clined. But  there  were  large  improvements  for  Continental  European 
Payments  Union  countries.  Their  average  excess  of  imports  was  down  by 
about  $800  million  (average)  in  1953  and  1954  over  1951,  or  almost  30 
per  cent.  In  1955,  however,  there  was  a  deterioration.  For  sterling  coun- 
tries the  absolute  and  relative  gains  were  even  larger  (a  reduction  of 
about  one-half  in  the  import  deficit),  with  the  United  Kingdom  ac- 
counting for  the  net  gains  and  with  the  position  of  the  sterling  depend- 
encies deteriorating  and  that  of  the  other  sterling  countries  improving. 
Again  in  1955,  a  serious  deterioration  occurred. 

General  Agreement  on  Tariffs  and  Trade  comments  as  follows  on 
trade  trends  in  1952  and  1953 :4 

In  the  second  period,  from  1951  to  the  first  half  of  1953,  the  improvement  in 
Europe's  trade  balance  with  the  United  States  and  Canada  was  primarily 
due  to  a  decline  by  about  $1,100  million  in  imports  of  primary  products  which 
was  accompanied  by  a  further  substantial  increase  ($340  million)  in  the  ex- 
ports of  manufactures  in  that  region,  while  both  Europe's  exports  of  primaries 
to,  and  her  imports  of  manufactured  goods  from,  North  America  hardly 
changed.  .  .  .  Finally  the  ability  of  non-dollar  suppliers  to  substitute  their 
products  for  imports  from  North  America  was  much  greater  in  1953  than  in 
1951,  partly  as  a  result  of  the  delayed  effect  of  the  higher  prices  of  1951 
upon  output,  but  also  owing  to  systematic  efforts  made  by  European  coun- 
tries to  become  less  dependent  on  dollar  imports  through  development  of 
alternative  sources  of  supply,  both  domestic  and  overseas. 

3.  In  part  the  difficulties  of  Western  Europe  stemmed  from  her  failure 
to  find  adequate  substitutes  for  exports  from  dollar  countries.  This  is 
the  theme  of  section  3.  But  we  should  stress  the  point  that  as  is  noted 
earlier  in  this  chapter  and  elsewhere,  Western  Europe  had  greater  suc- 
cess after  1951  than  before  1951  in  finding  alternative  sources  of  sup- 
plies. It  is  necessary  further  to  take  account  of  the  fact  that  the  large 
dependence  on  United  States  exports  was  related  to  the  large  political 
grants  made  by  the  United  States.  Furthermore,  as  was  stressed  earlier, 
trade  among  regional  groups  of  countries  tended  to  rise  in  the  postwar 
period.  Hence,  even  if  Western  Europe  could  not  cut  her  imports  from 
the  dollar  countries  adequately  to  solve  the  dollar  problem,  European 

4  General  Agreement  on  Tariffs  and  Trade,  International  Trade,  1953,  pp.  18-19. 
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countries  were  able  to  expand  their  trade  with  other  nondollar  countries 
and  especially  with  dependencies  and  among  themselves,  and  in  view  of 
the  greater  availability  in  the  dollar  countries,  the  trend  toward  regional 
trade  was  greater  than  the  European  Commission  for  Europe  seemed 
to  suggest. 

4.  In  this  section,  we  suggest  some  reasons  why  the  United  Kingdom 
has  had  special  difficulties  in  export  markets,  but  also  relevant  are  the 
large  gains  of  Western  Europe  inclusive  of  the  United  Kingdom  in  the 
years  1952  and  1953.  In  these  years,  though  all  United  States  imports 
of  goods  and  services  rose  by  but  9  per  cent,  Western  Europe's  sales  in 
this  market  increased  by  38  per  cent.  Again  we  note  large  gains  for 
Europe  but  substantial  losses  for  its  dependencies.  It  is  of  some  interest 
that  from  1950  to  1953,  Western  Europe's  sales  of  goods  and  services  in 
the  United  States  market  rose  from  22  to  29  per  cent  of  all  sales  and  to 
31  per  cent  in  1954  but  all  sterling  countries  suffered  a  loss  from  19  to 
16  per  cent  and  to  17  per  cent  in  1954.  (Western  Europe's  proportion 
of  sales  of  merchandise,  1950  to  1953,  rose  only  from  12  to  20  per  cent. 
From  1951  to  1953,  however,  the  gains  were  especially  large  for  serv- 
ices.) These  gains  should  be  associated  with  the  large  rise  of  exports 
generally.  Thus  the  volume  of  all  exports  of  Western  Europe  and  the 
United  Kingdom  rose  by  70  and  66  per  cent,  respectively,  from  1938 
to  1954,  whereas  imports  were  up  by  but  12  per  cent  and  declined  by 
10  per  cent,  respectively.5 

5.  Relevant  are  statistics  on  the  penetration  of  the  United  States  in 
European  markets.  Though  the  United  Kingdom  seemed  to  gain  ground 
on  the  Continental  market,  the  United  States  gained  even  more.  In  the 
early  1950s,  however,  despite  a  gain  of  about  $2  billion  in  exports  of 
goods  and  services  by  the  United  States  to  Western  Europe,  the  propor- 
tion of  the  United  States  command  of  Continental  EPU  trade  markets 
seemed  to  be  on  the  decline.  (This  was  clearly  the  case  for  1953  and 
1954.) 

6.  In  the  sixth  section  of  this  chapter  dealing  with  statistical  matter, 
the  major  conclusions  are  as  follows : 

a.  Western  Europe  suffered  as  a  result  of  the  large  adverse  balance  of 
trade  of  a  large  group  of  countries.  (In  this  category  are  included  Euro- 
pean dependencies,  other  sterling  countries,  rest  of  the  world,  and,  on 
occasion,  Latin  America. )  This  adverse  balance  tended  to  rise  absolutely 
and  relatively  in  the  postwar  vis-a-vis  the  prewar  period,  but  there  was 
an  improvement  in  1953.  Not  so  in  1954-1955,  when  Latin  America, 
other  sterling  countries,  and  EPU  dependencies  all  suffered  a  serious  rise 
of  imports  vis-a-vis   exports  and  British  dependencies  alone  improved 

6  The  Economist,  Apr.  16,  1955;  British  Information  Services,  Labor  and  Industry 
in  Britain,  December,  1954,  p.  164. 
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their  position  modestly  vis-a-vis  1953.  Here  is  part  of  the  explanation 
of  the  deterioration  of  the  British  reserves  and  the  modest  gains  of 
Continental  Europe. 

b.  The  availability  of  dollars  earned  by  Asia,  Africa,  and  Australia 
in  the  prewar  period  enabled  Western  Europe  to  balance  its  accounts 
with  the  United  States,  but  instead  of  providing  dollars,  these  countries 
were  consumers  of  dollars  in  the  postwar  period,  though,  in  part,  the 
dollars  were  provided  through  loans  and  grants. 

c.  Large  gains  in  exports  from  Western  Europe  to  these  regions, 
hence,  did  not  yield  the  expected  dollars  or,  until  1952-1953,  many  goods 
that  might  be  substituted  for  dollar  goods.  In  fact,  European  imports 
from  these  regions  were  roughly  of  the  same  proportions  to  total  im- 
ports in  1953-1954  as  in  1937. 

d.  Unrequited  exports  from  Europe  to  these  regions  (e.g.,  grants  or 
loans  or  withdrawals  of  balances)  explain  in  part  the  failure  to  obtain 
goods  in  return. 

7.  Trade  and  trends  in  reserves,  1952  to  1955,  varied  greatly  from 
earlier  trends.  In  general  the  nondollar  world  gained  in  dollar  balances 
and  gold.  In  the  years  1953  and  1954,  the  accretions  seemed  to  amount 
to  $4.5  billion.  But  the  gains  were  unevenly  divided,  with  Europe  in- 
creasing its  reserves  substantially,  Latin  America  moderately,  and  the 
other  parts  of  the  world  (outside  Europe,  the  Americas,  and  Iron  Cur- 
tain countries)  losing  heavily.  The  favorable  movement  of  reserves  for 
nondollar  countries  was  related  to  changes  in  the  trade  and  service 
balance  as  well  as  to  capital  movements.  In  1955,  gains  for  nondollar 
countries  were  moderate  (about  $1  billion),  with  the  United  Kingdom 
in  difficulties. 

8.  A  loss  of  competitive  power  in  third  markets  is  part  of  the  explana- 
tion of  the  dollar  problem  for  Western  Europe.  A  comparison  of  the 
penetration  of  the  United  States  as  against  competitors  in  various  mar- 
kets shows  substantial  gains  for  this  country.  (In  1937,  United  States 
and  Canada  accounted  for  17  per  cent  of  world  imports;  in  1952  to 
1954,  for  24  per  cent.)  Only  in  the  United  Kingdom  and  other  sterling 
countries  did  the  United  States  (and  Canada)  lose  ground  in  1952  to 
1954  compared  with  the  prewar  period,  and  here  the  explanation  was 
in  part  discrimination.  On  the  European  Continent,  in  Latin  America, 
in  Canada,  in  other  sterling  countries,  and  in  the  rest  of  the  world,  the 
relative  gains  of  this  country  were  substantial.  In  part,  the  explanation 
lies,  of  course,  in  loans  and  especially  grants  of  the  United  States. 

9.  A  similar  picture  is  revealed  when  the  analysis  is  based  on  British 
rather  than  United  States  statistics. 

10.  A  final  problem  is  the  relation  of  exports  to  prices  of  export  com- 
modities. Here  the  smaller  rise  of  prices  of  commodities  exported  by  the 
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United  States  and  Western  Europe  is  relevant,  but  despite  the  favorable 
price  history  of  the  underdeveloped  countries,  they  suffered  a  deteriora- 
tion in  their  international  position. 

1.  United  States  and  Imports 

It  is  commonplace  that  imports  into  the  United  States  are  closely 
related  to  national  income  in  this  country.  The  level  of  income  has  been 
a  much  more  important  factor  in  the  last  generation  than  changes  in 
commercial  policy.  From  the  years  1933  to  1939,  for  example,  imports 
into  the  United  States  rose  by  $900  million.  This  was  a  period  during 
which  large  cuts  were  made  in  tariffs  and  national  income  rose  by  $35 
billion.  But  from  1939  to  1953,  when  tariffs  were  cut  as  they  had  been 
in  the  earlier  period,  imports  rose  by  $9.6  billion.  In  this  period,  gross 
product  had  risen  by  $278  billion.  In  the  later  period,  the  increase  of 
imports  was  ten  to  eleven  times  that  of  the  earlier  period  and  of  income, 
eight  times. 

The  relation  is  also  given  clearly  by  Table  28-1. 

Table   28-1.    Gross    National    Product    and    Imports,    Dollar    and   Percentage 
Movements,  1920  to  1939,  Various  Years 


Years 

Billions  of  dollars 

Per  cent 

GNP 

Imports 

GNP 

Imports 

1920-1921 
1921-1929 
1929-1932 
1932-1939 

-16.7 
+30.0 
-45.5 

+32 . 1 

-2.81 
+  1.89 
-3.12 
+  1.07 

-19 

+  41 
-43 

+55 

-52 
+74 
-70 

+79 

source:  European  Cooperation  Administration  Commerce  Mission,  table  I  (the 
author's  calculations). 

It  is  clear  from  these  figures  that  in  periods  of  great  change,  imports 
fluctuate  with  income,  though  more  than  income.  Perhaps  this  helps 
to  explain  the  European  fears  of  an  American  depression.  These  fears  are 
not  based  merely  on  Marxist  theory.  A  decline  of  income  on  the  1920- 
1921  model  might  reduce  imports  by  $5  billion  to  $6  billion.  In  addition, 
there  would  be  losses  resulting  from  reduced  aid  and  loans.  Inclusive  of 
secondary  effects  of  reduced  exports  on  United  States  income  (the  ex- 
port multiplier)  the  effects  on  the  rest  of  the  world  might  be  serious 
indeed.  The  1953-1954  experience  was  reassuring,  however,  though  this 
relates  only  to  a  modest  decline. 

As  a  general  rule,  imports  rise  with  income  and  fall  with  income.  Over 
the  years  1919  to  1953,  a  total  of  thirty-five  years,  the  relative  movements 
failed  to  be  in  the  same  direction  only  in  three  years  ( Table  28-2 ) . 
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Table  28-2 


Year 

%  change  in  income 

%  change  in  imports 

1928 
1933 
1952 

+2' 

-4 

+5 

-3 

+  12 

-2 

source:  European  Cooperation  Administration  Commerce  Mission,  table  1,  and 
International  Monetary  Fund,  International  Financial  Statistics.  Note  that  the  latter 
gives  import  figures  on  an  f.o.b.  basis  and  for  1946  also  shows  inverse  movements. 

An  examination  of  annual  relative  changes  of  GNP  and  United  States 
imports  reveals  a  fairly  persistent  tendency  of  imports  to  rise  or  fall 
relatively  more  than  GNP.  There  are,  of  course,  some  exceptions. 

This  same  tendency  prevails  even  when  the  relative  change  in  imports 
and  GNP  is  put  in  real  terms  ( corrected  for  prices ) . 

Table  28-3  reveals  the  trends  of  United  States  imports  of  manufac- 
tured goods  from  1948  to  1954.  It  will  be  noted  that  from  1948  to  1953- 
1954  there  was  a  rise  of  imports  of  manufactured  goods  of  44  per  cent.6 

Table  28-3.  Changes  in  Value,  Volume,  and  Price  (Unit  Value)  of 
United  States  Imports  of  Manufactures 


Millions  of 

Index  numbers  (1936- 

-1938  =  100) 

dollars 

Value 

Volume 

Unit  value* 

Value,   1948 

2,927 

298 

126 

237 

Change : 

1948-1949 

-264 
+460 

-27 
+47 

-4 
+36 

-13 

1949-mid-1950 

-23 

Mid-1950-mid-1951 

+  1,221 

+  125 

+26 

+40 

Mid-195 1-mid- 1953 

+305 

+31 

-5 

+24 

1951-1953-mid-1954 

-142 

-15 

+2 

-11 

Value,   1953-1954 

4,507 

459 

181 

254 

*  The  unit-value  index  has  been  determined  by  dividing  the  volume  index  into  the 
value  index.  As  shown  in  the  table,  it  slightly  differs  from  the  official  figures. 

From  the  last  quarter  of  1948  to  the  last  quarter  of  1949,  GNP  and 
industrial  production  in  the  United  States  fell  almost  identical  percent- 
ages as  from  the  second  quarter  of  1953  to  the  first  half  of  1954.  But 
total  imports  declined  by  19%  per  cent  in  the  first  recession  and  only 
10   per   cent  in   the   second,   whereas   imports   of  manufactured   goods 

6  General  Agreement  on  Tariffs  and  Trade,  "Imports  of  Manufactured  Goods  by 
the  United  States,  1948  to  Mid-1954,"  Trade  Intelligence  Paper  3,  pp.  1-6, 


Some  Aspects  of  Trade  and  Dollar  Shortage  521 

dropped  by  23%  and  20  per  cent,  respectively.  The  drop  in  the  value 
of  total  imports  was  about  twice  as  great  in  the  earlier  recession,  though 
the  drop  started  from  a  lower  level.  An  upward  trend  in  sales  to  the 
United  States  by  Western  Europe  ($1,100  million  from  1948  to  1953- 
1954,  of  which  $850  million  was  in  manufactured  goods)  concealed  the 
cyclical  movements:  During  the  first  postwar  recession  imports  from 
Western  Europe  dropped  by  $100  million,  but  during  the  second  they 
rose  by  $100  million.7 

The  Economic  Commission  for  Europe  notes  that  the  1953-1954  re- 
cession was  unusual.  Imports  into  the  United  States  dropped  by  5  per 
cent  in  value  and  from  Western  Europe  by  $223  million.  (The  period 
covered  varies  somewhat  from  the  above,  for  the  comparison  is  of  the 
first  three  quarters  of  1953  and  the  corresponding  period  for  1954.) 
But  against  this  decline  Western  Europe's  sales  to  overseas  countries 
rose  by  $800  million  and  to  Eastern  Europe  by  $175  million.  Overseas 
countries  sold  $400  million  more  to  Europe  and  were  prepared  to  sacri- 
fice reserves.  Hence  the  small  effects  of  the  recession — not  to  mention 
the  upward  trend  of  output  and  trade  in  Western  Europe.8 

The  complaint  is  frequently  made  that  imports  into  the  United  States 
are  small.  To  some  extent,  this  position  can  be  supported  by  facts.  With 
about  two-fifths  to  one-half  of  the  world's  income,  this  country  accounts 
for  about  one-sixth  of  the  world's  import  trade,  or  about  30  per  cent 
of  the  proportion  of  its  income.  Compare,  for  example,  Canada,  which 
with  6  per  cent  of  the  United  States  income  has  an  import  trade  40  per 
cent  as  large  (seven  times  as  large  relatively  as  United  States  imports). 
A  comparison  of  United  States  and  Canadian  import  trade  and  national 
income  points  toward  excessive  restrictionism  in  this  country,  but  this 
seems  to  me  to  be  only  one  explanation.  A  much  more  important  one  is 
the  fact  that  this  country,  like  the  U.S.S.R.  (which  used  to  import  a 
value  equal  to  about  1  per  cent  of  its  income ) ,  is  relatively  self-sufficient. 
In  the  last  generation,  the  magic  of  chemistry,  the  need  of  defense  pro- 
tectionism (e.g.,  shipping,  synthetics,  rubber),  the  spread  of  industrial- 
ization, and  increased  servicing  at  home  tended  to  cut  trade  further. 
When  the  economies  of  scale  can  be  attained  by  many  more  countries 
(hence  the  differences  in  unit  costs  are  reduced  and  the  case  for  trade 
weakened)  or  synthetics  can  make  imports  dispensable,  then  trade  tends 
to  fall. 

It  is  an  interesting  fact,  however,  that  despite  these  developments, 
United  States  import  trade  has  expanded  greatly  in  recent  years,  both 
absolutely  and  relatively.  For  example,  whereas  its  import  trade  in  1938 
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was  10+  per  cent  of  the  world's,  by  1948  it  was  13-f-  per  cent  and  for 
1952  to  1954,  15 —  per  cent,  a  net  relative  gain  of  almost  50  per  cent. 
Even  as  a  percentage  of  GNP,  our  import  trade  rose  from  1948  to  1953, 
as  it  did  from  1938  to  1953,  though  not  to  the  predepression  level.  The 
record  is  even  better  than  it  seems  if  allowance  is  made  for  the  fact  that, 
as  compared  with  the  twenties,  this  country  tends  to  spend  much  more 
on  services  relatively  speaking  and  therefore  for  this  reason  imports  are 
discouraged:  Services  are  primarily  a  domestic  product  (Table  28-4). 

Table  28-4.  Percentage  of  Imports  to  GNP 


1919-1920  =  5.4 
1921-1929  =4.3 
1930-1933  =2.8 


1934-1939  =3.0 
1946-1948  =2.7 
1949-1952  =3.2 


1953  =3.0 

1954  =  2.9 


source:  European  Cooperation  Administration  Commerce  Mission  and  Interna- 
tional Monetary  Fund,  International  Financial  Statistics.  (1952  IMF  figure  for  im- 
ports adjusted  to  Department  of  Commerce  Series.) 


Of  interest  is  the  point  that  if  imports  were  as  large  relative  to  in- 
come as  in  the  twenties,  then  United  States  imports  would  be  $4  billion 
larger.  But  it  should  also  be  noted  that  the  current  tariff  on  dutiable 
imports  is  one-third  that  of  the  Fordney-McCumber  Law  operative  in 
the  twenties.9 

Inclusive  of  imports  of  military  services  and  goods,  the  rise  has  been 
as  shown  in  Table  28-5. 

Table  28-5.  Number  of  Times 


Rise  of  imports 

Rise  of  GNP 

1953  vis-a-vis  1939 

1953  vis-a-vis  1947 

5 
2 

4 

source:  Economic  Report  of  the  President,  1953. 

2.  Trends  in  Trade 

While  on  the  subject  of  trade,  it  is  worth  pointing  out  that  there  have 
been  large  changes  in  the  proportion  of  trade  by  different  areas.  In 
general,  the  United  States,  Canada,  and  Latin  America  have  gained, 
and  the  United  Kingdom  and  Continental  EPU  countries  have  suffered 
large  losses.  The  sterling  area,  other  than  the  United  Kingdom,  has  held 
its  relative  position,  and  the  dependencies  have  even  improved  their 
position. 

Perhaps  of  more  significance  for  our  present  problem  is  the  movement 
of  trade  vis-a-vis  the  United  States.  It  is  to  be  recalled  that  many  coun- 

9  Cf.  European  Cooperation  Administration  Commerce  Mission,  p.  194. 
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Area 


United  States 

Canada 

Latin  America 

Continental  EPU  countries 

Continental  dependencies 

Sterling  area 

United  Kingdom 

United  Kingdom  dependencies 
Other  sterling  countries 

Rest  of  world 


Exports 


1938  1948  1952  1953 


14.9 
4.4 
7.8 

31.3 
3.6 

27.6 

13.1 
4.6 
9.9 

10.8 


23.5 

6.2 
12.3 
18.6 

3.6 
27.9 
12.1 

5.3 
10.4 

8.0 


21.1 

6.1 
10.2 
26.0 

3.9 
24.7 
10.1 

4.3 
10.3 

8.1 


Imports 


1938  1948  1952  1953 


10. 

3. 

6. 
32. 

3. 
33. 
19. 

4. 

9. 
10. 


13.4 

5.0 
10.0 
27.4 

4.5 
30.5 
14.7 

5.1 
11  3 

9  2 


14 
5 

8 

27 

5 
27. 
12.2 

4.7 
10.5 
10.5 


15.5 

6.3 

8.5 

5  27.9 

5|  5.2 

5  26.1 

12.2 

4.7 

9.2 

10.5 


source:  Calculated  from  International  Monetary  Fund,  International  Trade 
Statistics. 

tries,  especially  in  Western  Europe,  took  special  measures  to  restrict 
imports  from  and  expand  exports  to  the  United  States.  Relevant  figures 
are  shown  in  Table  28-7. 

This  table  reveals  that  the  ratio  of  exports  to  the  United  States  to  im- 
ports from  the  United  States  improved  substantially  in  1948  and  1951 
over  1946  in  all  the  classifications.  [The  OEEC  (Western  European) 
countries  did  not  improve  their  position  by  1948.]  Apparently  the  largest 
relative  improvement  vis-a-vis  the  United  States  was  made  by  other 
Europe  (here  the  discouragement  of  trade  with  the  Iron  Curtain  coun- 
tries is  relevant,  with  a  saving  by  the  United  States  of  an  excess  of 
exports  of  $700  million  to  $800  million),  by  OEEC  dependencies,  and 
by  all  other  countries  (especially  Asia  and  Africa),  OEEC  countries, 
Canada,  and  Latin  America,  in  that  order. 

The  above  figures  are  for  exports  and  imports.  The  balance  of  goods 
and  services  gives  a  somewhat  different  result.  Against  a  reduction  in 
the  adverse  trade  balance  of  $402  million  for  OEEC  countries  from  1946 
to  1951  shown  in  Table  28-7,  the  total  balance  is  improved  by  $1,079 
million;  there  is  no  net  dollar  improvement  for  Canada  under  the 
broader  balance.  The  Latin  American  countries  show  a  deterioration  of 
$409  million  (against  a  deterioration  of  $3  million  in  the  trade  balance 
above ) ,  and  the  gain  of  all  others  is  cut  from  $627  to  $439  million. 

In  general,  the  dollar  imbalance  on  commodity  account  was  reduced 
greatly.  Latin  America's  slightly  more  adverse  balance  should  be  noted, 
a  development  related  in  part  to  the  increase  in  total  Latin  American- 
United  States  trade.  The  improvement  of  about  $400  million,  or  12  per 
cent,  was  disappointing  for  the  OEEC  countries  (for  the  entire  current 
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balance,  $1,079  million).  In  view  of  their  rise  of  prices  and  national 
income,  which  ordinarily  lead  to  a  relative  expansion  of  imports,  the 
gains  (i.e.,  reduction  of  adverse  balance)  were  substantially  larger  than 
is  suggested  by  these  figures.  Of  course,  to  some  extent  the  rise  of  in- 
come and  prices  was  treated  by  a  devaluation. 

An  examination  of  these  figures  will  also  reveal  that  the  largest  ad- 
justments were  made  not  by  cutting  imports  from  the  United  States 
(with  the  exception  of  other  Europe,  where  political  considerations  were 
decisive)  but  by  expanding  exports  to  the  United  States  (see  Table 
28-8).  This  does  not  mean,  of  course,  that  imports  from  the  United 
States  were  not  kept  down  drastically  by  restrictions  but  merely  that  the 

Table  28-8.  United  States  Trade — Percentage  Change  of  Exports  and  Imports, 

1946  to  1951 


Area 

Exports  of  U.S. 
to 

Imports  of  U.S. 
from 

OEEC  countries 

+  17 
No  change 
-72 
+83 
+77 
+37 

+  142 

OEEC  dependencies 

Other  Europe 

+230 

+3 

Canada 

Latin  America 

+  155 
+96 

All  other 

+  152 

source:  Economic  Commission  for  Europe,  07?.  tit.,  passim. 

improvement  in  the  trade  balance  was  related  primarily  to  an  expansion 
of  exports.  There  is  an  especially  striking  contrast  in  the  results  for 
the  OEEC  countries  and  dependencies  and  other  Europe,  on  the  one 
hand,  and  Canada,  Latin  America,  and  all  other  countries,  on  the  other. 
The  latter  three  experienced  a  large  rise  of  imports  from  the  United 
States  as  well  as  a  large  expansion  of  exports  to  the  United  States  (see 
Table  28-8). 

It  should  be  observed,  however,  that  Latin  America,  with  an  ab- 
normally large  contribution  to  United  States  imports  in  1946  (36  per 
cent),  reduced  its  share  to  30  per  cent  by  1951  and  raised  its  share  of 
exports  to  the  United  States  from  18  to  25.  In  this  connection,  note  the 
large  changes  in  the  relative  position  of  OEEC,  OEEC  dependencies, 
and  other  Europe  as  against  the  three  other  groups:  The  first  three 
suffered  a  decline  of  their  imports  from  50  to  38  per  cent  of  total  United 
States  exports,  while  the  rise  for  the  others  brought  their  percentage  up 
from  50  to  62  per  cent,  their  position  thus  rising  by  60  to  65  per  cent 
relative  to  Europe  and  its  dependencies.  In  the  proportion  of  exports  to 
the  United  States,  the  two  groups  retained  their  relative  position  in 
1951  vis-a-vis  1946.  In  general,  then,  Europe  and  its  dependencies  cut 
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imports  drastically  and  reduced  their  share  of  United  States  exports,  as 
well  as  the  proportion  of  United  States  exports  to  their  national  income, 
but  they  also  greatly  expanded  their  exports  to  the  United  States.  It 
should  be  noted,  however,  that  in  1951  exports  of  raw  materials  to  the 
United  States  were  on  an  unusually  high  level. 

Perhaps  a  somewhat  later  trend  should  be  observed.  What  follows  is 
derived  from  official  United  States  figures.  By  1954,  the  excess  of  exports 
of  the  United  States  was  as  shown  in  Table  28-9. 


Table  28-9.  United  States  Trade, 
(In  millions  of  dollars) 


1954 


Region 

Excess  of  exports  of 

U.S.  to  regions 

(excess  of  imports  of 

regions) 

%  U.S.  imports  from 

each  area  to  U.S. 
exports  to  each  region 

Western  Europe 

2,313 

-381 
796 
617 

1,641 
119 

-100 

68    (40) 

154  (211) 

79    (85) 

87    (93) 

Western  Europe  dependencies 

Canada 

Latin  America 

All  other 

62     (79) 

Sterling  area 

96    (92) 

United  Kingdom 

108    (71) 

soukce:  Computed  from  Survey  of  Current  Business,  July,  1954,  p.  21,  and  June, 
1955,  pp.  8ff. 

In  general,  improvement  (that  is,  a  rise  of  United  States  imports  from 
these  regions  vis-a-vis  exports  to  these  regions)  continued  notably  for 
Western  Europe  and  the  sterling  area  (especially  the  United  Kingdom). 
Other  areas  suffered  a  deterioration.  ( The  1951  figures  are  in  parentheses 
in  the  last  column.)  Again  we  note  the  setback  in  1955  and  especially 
for  sterling  countries. 

Improvement  in  the  Western  European  situation  and  notably  after 
1951  was  related  to  the  greater  dependence  on  nondollar  sources  for 
supplies.  The  overseas  territories  expanded  their  exports  in  the  markets 
of  metropolitan  countries  and  notably  in  dollar  commodities,  that  is, 
commodities  otherwise  available  only  in  dollar  countries.  Hence  Western 
Europe  substituted  imports  from  nondollar  for  those  from  dollar  countries. 
Thus  between  1951  and  1953,  the  imports  of  dollar  commodities  for  four 
Western  European  countries  ( Belgium,  France,  Portugal,  and  the  United 
Kingdom)  from  overseas  dependencies  rose  by  $331  million,  or  38  per 
cent,  and  from  dollar  countries  declined  by  $443  million,  or  25  per 
cent.10  All  imports  of  Western  Europe  from  outside  declined  from  1951- 

10  General  Agreement  on  Tariffs  and  Trade,  "The  Role  in  World  Trade  of  the 
Dependent  Overseas  Territories,"  Trade  Intelligence  Paper  2,  1954,  pp.  1-5. 
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1952  to  1953-1954  by  $148  million  (2  per  cent)  and  from  the  dollar  area 
by  $784  million  (23  per  cent).11 

3.  Alternative  Sources  of  Imports  for  Europe 

In  one  important  objective,  Western  Europe  failed  in  the  early  post- 
war period,  namely,  in  finding  sources  of  imports  to  take  the  place  of 
those  from  the  United  States.  The  following  is  relevant:12 

a.  In  1948  dollars,  Western  European  imports,  in  1938,  amounted  to 
$19,400  million  and  $16,600  million,  $16,050  million,  and  $17,350  million 
in  1948,  1950,  and  1951,  respectively.  Imports  were  down  by  more  than 
$3  billion  in  1950  and  more  than  $2  billion  in  1951,  or  reductions  of  17 
and  11  per  cent  from  the  1938  level. 

b.  However,  imports  from  the  dollar  area  were  down  by  but  $300 
million  in  1950,  or  6  per  cent,  and  up  by  $1,500  million,  or  29  per  cent, 
by  1951.  The  dollar  area  accounted  for  27  per  cent  of  Western  European 
imports  in  1938,  31  per  cent  in  1950,  and  39  per  cent  in  1951  ( all  figures 
in  1948  dollars). 

c.  Under  the  impact  of  a  balance-of-payments  crisis  in  1952,  Western 
Europe  cut  its  imports  from  $4,997  million  (current  dollars  and  quarterly 
rate)  in  1951  to  $4,165  million  in  the  third  quarter  of  1952,  but  there 
was  an  insignificant  change  in  the  proportion  of  imports  from  the  dollar 
areas. 

In  short,  the  improvement  came  largely  from  restrictions  on  imports, 
not  from  finding  alternative  sources  of  imports.  But  the  reader  should 
also  keep  in  mind  the  point  made  earlier,  namely,  that  there  have  been 
large  gains  of  exports  to  the  dollar  countries. 

d.  The  OEEC  had  planned,  in  1948,  to  cut  imports  to  $14,950  million 
by  1952-1953.  Actual  imports  were  $14,000  million  in  1951-1952.  But 
actual  imports  from  Central  and  North  America  were  $1,500  million 
above  the  programmed  amount  of  $3,800  million,  and  the  total  imports 
were  $950  million  less. 

e.  A  significant  fact  is  that  in  1948  dollars,  imports  from  Eastern 
Europe  were  reduced  from  $3,150  million  in  1938  to  $1,000  million  and 
$850  million  in  1950  and  1951,  an  indication  of  the  seriousness  of  the 
decline  of  East- West  trade. 

f.  Finally,  as  observed  earlier,  there  was  an  improvement  for  Western 
Europe  from  1951  to  1954.  United  States  exports  to  Western  Europe  rose 
by  $730  million,  but  United  States  imports  from  Western  Europe  in- 
creased by  $1,462  million.  The  improvement  is  also  evident  in  Table 
28-10.13  ( But  cf .  1953  and  1954. ) 

11  Economic  Commission  for  Europe,  Economic  Survey  of  Europe  in  1954,  p.  102. 

12  Based  on  ibid. 

13  All  figures  from  Economic  Commission  for  Europe,  Economic  Survey  of  Europe 
since  the  War,  pp.  86-87;  Survey  of  Current  Business,  July,  1954,  and  June,  1955; 
and  also  International  Monetary  Fund,  International  Statistics. 
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Table  28-10 


Export  trade  to  U.S. 
and  Canada,  % 

Import  trade  from  U.S. 
and  Canada,  % 

1951 

1953 

1954 

1951 

1953 

1954 

Continental  EPU  countries 

United  Kingdom 

8 
11 

9 
12 

7 
11 

16 
16 

12 
17 

12 
16 

4.  Western  European  Exports  to  the  United  States 

An  analysis  of  exports  from  Western  Europe  to  the  United  States 
further  clarifies  the  picture.  Total  exports  to  the  United  States  f.o.b. 
amounted  to  $1,205  million  in  1928,  $508  million  in  1938,  $1,027  million 
in  1948,  $1,349  million  in  1950,  and  $2,006  million  in  1951. 

On  the  basis  of  a  comparison  of  the  percentage  for  the  average  of  the 
years  1950  and  1951  vis-a-vis  the  average  of  1928  and  1938,  the  United 
Kingdom's  share  dropped  from  26  to  24  per  cent.  The  only  other  major 
changes  were  Germany  (all),  13%  to  9%  per  cent;  Switzerland,  4  to 
7y2  per  cent;  Belgium  and  Luxemburg,  7  to  10%  per  cent.  By  1953 
and  the  third  quarter  of  1954,  the  British  share  of  the  United  States 
market  had  dropped  to  7  and  6  per  cent,  respectively  (9  per  cent  in 
1937).  For  Continental  EPU  countries  the  decline  was  from  14  to  12 
and  11  per  cent,  respectively.14 

An  examination  of  United  States  import  statistics  reveals  that  from 
1951  to  1953  Western  Europe  made  important  gains  in  the  United  States 
markets.  This  is  especially  evident  in  the  fact  that  whereas  total  imports 
of  goods  and  services  of  the  United  States  had  risen  by  only  $1,356 
million  and  of  merchandise  declined  by  $248  million,  Western  Europe's 
exports  to  the  United  States  rose  by  $1,342  million  and  $329  million, 
respectively.15  Table  28-11  also  stresses  another  point,  namely,  that  the 
gains  for  Western  Europe  (especially  large  for  export  services)  were 
offset  by  losses  of  dependencies  and  other  underdeveloped  areas.  The 
other  Americas,  however,  continued  to  gain  in  the  market  of  the  United 
States.16 

In  1954,  similar  trends  prevailed.  United  States  imports  of  goods  and 

14  From  International  Monetary  Fund,  International  Trade  Statistics. 

15  But  note  that  1951  gives  OEEC  countries  and  1952  and  1953,  Western  Europe, 
the  latter  of  which  includes  Finland,  Spain,  and  Yugoslavia.  Hence  the  rise  is  over- 
estimated to  some  extent. 

16  Cf.  International  Monetary  Fund,  International  Monetary  Statistics,  February, 
1955,  p.  32. 
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Table  28-11.  Percentage  Change  of  United  States  Imports,  1951  to  1953 


Area  or  country  of 
origin  (except  1) 

All  goods  and 
services 

Merchandise  adjusted 

exclusive  of  military 

expenditures 

1.  All  United  States  imports 

+9 

+38 

-3 

-8 

+28 

-6 

-2 

2.  Western  Europe* 

3.  Western  Europe  dependencies* 

+  17 
-8 

4.  Sterling  area 

-22 

5.  United  Kingdom 

+  16 

6.  All  others  (exclusive  of  above  and  other 
Americas) 

-22 

*  1951  =  OEEC;  1953  =  Western  Europe. 

soukce:  Calculated  from  Survey  of  Current  Business,  July,  1954. 

services  declined  by  3%  per  cent;  of  imports  from  Canada,  4  per  cent; 
and  from  Latin  America,  4  per  cent;  but  from  Western  Europe  there 
was  a  rise  of  2  per  cent  and  from  the  United  Kingdom  of  8  per  cent. 
All  sterling  countries  maintained  their  relative  position. 

For  the  early  postwar  period  and  even  for  later  years  Table  28-12  is 
of  some  interest.  A  country  tends  to  lose  ground  in  export  markets  be- 

Table  28-12.  Western  Europe's  Exports  to  the  United  States  by  Commodities 
and  United  Kingdom's  Share  f 


Commodity 


a.  Metals  and  machinery 

b.  Food 

c.  Textiles  and  manufactures 

d.  Leather,  fur  and  manufactures. . 

e.  Beverages 

/.  Precious  stones  and  metals 

g.  Chemicals  and  related  products 

h.  Machinery 


i.  Vehicles  and  parts 

j.  Tobacco,  clocks  and  watches, 
and  wood,  cork,  and  manufac- 
tures   

k.  Others 


Western  Europe,  %  total 

export  trade  by 

commodities 


1928 


6 
14 
21 
11 


7 
2 
of  1% 


10 

18 


1938        1951 


6 
11 
14 

4 

9 

5 

9 

3 
of  1% 


21 
19 


24 

10 

15 

3 

10 
7 
9 
3 
2 


12 
9 


United  Kingdom, 
%  total 


1928      1938      1951 


33 
18 
42 
33 

22 

14 

19 

0 


6 
43 


19 
7 
42 
35 
70 
13 
14 
23 
0 


2 

26 


9 
7 
39 
34 
68 
47 
19 
31 
90 


2 

25 


f  Totals  do  not  add  up  to  100. 

source  :  Calculated  from  materials  in  Economic  Survey  of  Europe  since  the  War,  p.  279. 
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cause  its  exports  are  either  less  in  demand  in  general  or  in  increased 
competition  from  similar  exports  of  other  countries. 

I  have  singled  out  the  United  Kingdom  for  special  treatment  because 
her  balance-of-payments  problems  have  been  especially  troublesome. 

In  the  table,  items  a  to  d  and  k  are  the  most  troublesome  ones  for  the 
United  Kingdom,  either  because  her  share  of  exports  to  the  United 
States  has  been  drastically  reduced  (metals  and  machinery,17  food,  and 
all  other)  or  because  commodities  in  which  the  British  are  vitally  in- 
terested account  for  a  declining  part  of  trade  (food  and  all  other).  Not 
only  is  food  less  important  as  a  means  of  earning  dollars  in  the  United 
States,  but  the  British  participation  has  fallen  greatly.  In  beverages, 
there  is  little  change  in  the  importance  of  British  contributions.  Precious 
stones,  chemicals,  machinery,  and  vehicles  and  parts  are  all  industries 
which  have  become  more  important,  and  the  British  competitive  posi- 
tion has  improved,  but  they  are  not  nearly  so  important  in  Europe's 
exports  as  industries  a  to  e.  Under  j,  we  include  three  industries  tending 
to  grow  in  importance  in  which  British  participation  is  small. 

In  one  respect,  the  British  situation  is  more  vulnerable  than  it  seems 
here,  for  Germany  is  a  serious  threat  in  the  fifties,  and  in  chemicals 
(Germany's  share  down  from  46  to  18  per  cent),  in  vehicles  and  parts 
(Germany's  share  down  from  100  to  5),  in  machinery  (Germany's  share 
down  from  52  to  22  per  cent),  her  competition  is  especially  threatening 
as  she  seeks  to  recover  her  prewar  position.  It  should  also  be  noted  that 
Switzerland,  in  staying  out  of  the  war,  was  able  to  improve  its  competi- 
tive position  greatly,  especially  in  leather,  furs  and  manufactures,  pre- 
cious stones,  and  metals  and  machinery. 

The  trade  history  of  the  later  fifties  may  reflect  this  increased  compe- 
tition. In  rereading  the  last  paragraph,  I  check  with  the  latest  figures. 
From  1951  to  1954,  the  rise  of  exports  was  as  follows:18 

Germany,  Federal  Republic +51  % 

Continental  EPU  countries +11% 

United  Kingdom +2  % 

Recent  gains  in  third  markets  vis-a-vis  the  United  States  and  also  of 
Germany  and  even  France  vis-a-vis  the  United  Kingdom  are  evident  in 
Table  28-13. 

5.  Sales  of  United  Kingdom,  Western  Europe,  and  United  States  by 
Categories  to  Western  Europe  and  Other  Areas,  1938  and  1951,  and 
1951  and  1953 

Another  approach  to  an  appraisal  of  British  competitive  power  is  to 
compare  exports  of  the  United  Kingdom  and  other  European  countries 

17  France  and  Belgium  made  remarkable  relative  gains. 

18  International  Monetary  Fund,  International  Financial  Statistics. 
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Table  28-13.  Exports  to  Overseas  Countries  Outside  the  Dollar  Area:   First 
Half  of  1952  to  First  Half  of  1954 


United 
Kingdom 

France 

Western 
Germany 

7  Western 
European 
Countries 

United 
States 

1st    half    1952,    millions    of 
dollars 

308 

225 
-27 

127 

152 

+20 

177 

272 

+54 

959 

951 
-1 

1,176 

1st    half    1954,    millions   of 

dollars 

%  change 

988 
-16 

source:  Computed  from  Economic  Survey  of  Europe  in  1954,  P-  97. 

to  Western  Europe  and  other  areas.  The  comparison  is  between  1938 
and  1951,  and  all  the  figures  are  in  dollars  of  1948  purchasing  power.19 

United  Kingdom  exports  of  food  and  raw  materials  to  Western  Europe 
were  way  down  (by  almost  45  per  cent)  and  to  other  areas  were  up  by 
about  15  per  cent.  All  of  Western  Europe  increased  exports  of  these 
items  to  Western  Europe,  and  the  gain  of  Western  Europe  in  these  ex- 
ports to  other  areas  exceeded  that  of  the  United  Kingdom  to  these 
areas. 

In  textiles  and  miscellaneous  industries,  United  Kingdom  exports  to 
Western  Europe  rose  by  about  one-half  and  somewhat  less  to  other 
areas.  Her  record  was  better  than  that  of  the  rest  of  Western  Europe. 

Britain's  success  in  increasing  exports  within  the  categories  of  engi- 
neering, metals,  and  chemicals  is  impressive,  showing  a  rise  of  2% 
times  from  1938  to  1951  to  Western  Europe  and  1%  times  to  other  areas. 
Again  the  record  is  much  better  than  for  Western  Europe. 

For  all  items  considered  together  the  United  Kingdom's  export  gains 
exceeded  those  of  Western  Europe  by  about  two-thirds  for  trade  to 
Western  Europe  and  less  than  one-third  to  the  other  areas.  In  relation 
to  most  important  Western  European  countries,  the  United  Kingdom 
gained  in  exports  to  Western  Europe.  (Denmark's  position  improved  a 
little  more,  and  Italy  and  the  Netherlands  equally,  but  in  relation  to 
exports  to  other  areas,  France  gained  much  more  and  Switzerland  and 
Denmark  also  gained  more. ) 

In  the  Western  European  market,  the  relative  gains  of  the  United 
States  exceeded  those  of  the  United  Kingdom  and,  by  an  even  greater 
margin,  those  of  Western  Europe,  especially  in  the  food  and  raw- 
material  category.  In  textiles,  the  United  States  lost  ground  in  the  West- 
ern European  markets  to  Western  Europe  and  the  United  Kingdom  and 
in  engineering  to  the  United  Kingdom.  In  other  areas,  the  United  States 

19  The  original  material  upon  which  this  analysis  is  based  is  in  Economic  Com- 
mission for  Europe,  op.  cit.,  p.  102. 
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improvement  greatly  exceeded  that  of  Western  Europe  and  the  United 
Kingdom,  especially  in  food  and  raw  materials. 

Another  classification20  shows  that  the  United  Kingdom  gained  vis-a- 
vis the  United  States  and  Germany  in  exports  to  Western  Europe  ( 1948 
prices)  of  machinery  and  chemicals  and  gained  even  more  in  other 
manufactures  (rise  of  115  per  cent  for  the  United  Kingdom,  14  per  cent 
for  the  United  States,  and  9  per  cent  for  Western  Germany  vis-a-vis  all 
of  Germany  in  1938). 

An  examination  of  exports  of  the  United  States  from  1950  to  1953 
reveals  an  increase  both  absolutely  and  relatively  to  Western  Europe. 
Whereas  in  1950  United  States  exports  of  goods  and  services  amounted 
to  $14.4  billion  and  exports  to  Western  Europe  $4.5  billion,  or  32  per 
cent  of  the  total,  by  1953  the  total  was  $21.3  billion,  with  Western 
Europe  accounting  for  $7.7  billion,  or  37  per  cent.  Again  these  figures 
point  to  failure  despite  discrimination  to  curb  the  inflow  of  United 
States  imports,  but  the  trend  seems  less  disappointing  when  attention  is 
directed  toward  the  percentage  of  merchandise  imports  into  Europe.  In 
Continental  EPU  countries,  the  United  States  share  of  imports  declined 
from  1950  to  1953  and  the  share  of  Continental  EPU  countries  increased, 
but  the  gains  for  the  United  States  in  the  British  market  are  supported 
even  by  British  import  figures.21 

6.  Failure  to  Cash  In  on  Overseas  Exports     > 

We  have  stressed  above  the  large  rise  of  overseas  exports,  more  so  for 
Western  Europe  generally  than  for  the  United  Kingdom.  In  no  small 
part  the  dollar  problem  became  more  acute  because  the  increased  sales 
to  third  countries  did  not  yield  dollars  they  had  before  the  war  when 
these  countries  sold  to  the  dollar  area  and  used  part  of  the  proceeds  to 
buy  from  Western  Europe,  which  in  turn  thus  obtained  the  dollars 
required  to  liquidate  their  debt  to  the  Western  Hemisphere. 

In  this  connection,  it  should  be  stressed  at  the  outset  that  the  trade 
balance  of  the  third  countries  (this  category  includes  all  countries  but 
Western  Europe,  United  States,  Canada,  and  Iron  Curtain  countries) 
was  much  less  satisfactory  in  the  early  fifties  than  before  the  war.  The 
following  figures  are  germane:  These  countries  had  an  adverse  balance 
of  $350  million  in  1938,  a  favorable  balance  of  $1,042  million  in  1950, 
and  an  adverse  balance  of  $5,305  million  in  1952,  $1,673  million  in  1953, 
and  $1,877  million  in  1954.  The  adverse  balance  was  5  per  cent  of  $7.6 
billion  of  export  trade  of  these  countries  in  1938,  20  per  cent  of  the  $27 
billion  in  1952,  6  per  cent  of  $27  billion  in  1953,  and  7  per  cent  of  $29 

20  See  ibid.,  p.  94,  for  source  materials. 

21  Figures  from  Survey  of  Current  Business,  July,  1954,  and  International  Monetary 
Fund,  International  Financial  Statistics. 
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billion  in  1954.  By  the  last  year  sterling  countries  ( other  than  the  United 
Kingdom)  were  roughly  in  balance  on  trade,  and  Latin  America  had  a 
credit  balance,  but  EPU  dependencies  and  the  "rest  of  the  world"  had 
an  adverse  balance  of  about  $2.5  billion.22  The  deterioration  in  balance 
of  overseas  countries  puts  a  much  greater  burden  on  Western  Europe, 
either  in  financing  the  larger  dollar  value  of  imports  or  in  the  loss  of 
dollars  that  otherwise  would  have  been  available. 

Western  Europe's  failure  to  divert  more  of  its  exports  to  the  dollar 
area  is  also  reflected  in  its  large  exports  to  other  areas.  By  1951,  Western 
Europe's  exports  were  up  (in  1948  dollars)  by  more  than  40  per  cent 
over  exports  of  1938  ($10  billion  to  $14.15  billion)  and  by  63  per  cent 
over  the  volume  of  1948.  Exports  to  the  dollar  area  were  up  by  two- 
thirds  over  the  1938  level  and  close  to  double  the  1948  level.  Unfor- 
tunately, it  was  the  large  gains  in  exports  to  the  overseas  sterling  area 
and  dependent  territories  which  failed  to  yield  the  required  dollars. 
These  exports  rose  by  93  per  cent  from  1938  to  1951,  as  against  41  per 
cent  for  all  exports.23 

These  increased  sales  overseas  would  have  helped  solve  the  dollar 
problem  had  these  countries  provided  supplies  that  could  have  been 
substituted  for  those  drawn  from  the  dollar  area  or  had  they  provided 
dollars,  but  they  did  neither  in  adequate  quantities.  (But  note  the  in- 
creased supplies  from  these  countries  in  1952  and  1953.)  In  fact,  the 
overseas  countries  do  not  provide  a  larger  part  of  Western  Europe's 
imports  than  in  1938.  From  1937  to  1953,  imports  of  Continental  EPU 
countries  from  the  European  dependencies,  rest  of  world,  and  other 
sterling  countries  declined  from  46  to  37  per  cent;  the  United  Kingdom 
imports  from  these  countries  increased,  however,  from  58  to  64  per 
cent.24 

There  are  various  explanations  of  these  failures.  First,  much  of  the 
exports  was  unrequited.  Thus  over  a  postwar  period  that  lasted  5% 
years,  India,  Pakistan,  Iraq,  and  Ceylon  paid  for  imports  by  drawing 
down  their  balances  by  £300  million,  a  value  equal  to  one-third  of 
their  imports  from  the  United  Kingdom.  Again,  during  the  6%  years 
ending  June,  1952,  private  capital  of  £1  billion  went  to  British  Domin- 
ions or  colonies,  or  one-fifth  of  the  British  exports  to  this  area.  From  1949 
through  1954,  the  British  advanced  £  1,224  million.25  Second  (and  re- 
lated to  the  above),  the  capital  exports  did  not  yield  the  imports  to 
European  countries  as  anticipated — in  the  French  case  because  the 
capital  outlays  yield  goods  for  export  from  the  underdeveloped  coun- 

22  Calculated  from  International  Financial  Statistics. 

23  Economic  Commission  for  Europe,  op.  cit.,  p.  100. 

24  International  Financial  Statistics. 

25  United  Kingdom  Balance  of  Payments,  1946-1954,  pp.  10-11. 
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tries  only  after  a  long  interval,  in  the  British  case  because  the  indepen- 
dent British  countries  have  embarked  on  large  industrialization  programs 
and  require  an  increased  proportion  of  food  and  raw  materials  for  their 
own  use.  Third,  the  overseas  countries  tend  to  increase  their  imports 
from  the  dollar  area,  and  thus  the  dollars  are  consumed  before  they 
become  available  to  Western  Europe.26  Indeed,  the  British  dependencies 
increased  their  export  balance  to  the  United  States  and  Canada  from 
$171  million  in  1937-1938  to  $411  million  and  $500  million,  respectively, 
in  1950  and  1951,  but  the  deficit  of  the  independent  overseas  sterling 
countries  rose  from  $93  million  to  an  average  deficit  of  $177  million  in 
the  years  1948  to  1951.  In  fact,  the  Economic  Commission  for  Europe 
notes  that  the  overseas  sterling  countries  increased  their  exports  to  the 
dollar  area  in  real  terms  by  40  per  cent  from  1937-1938  to  1948-1951. 
But  the  rise  of  imports  by  three-quarters  from  the  dollar  area  and  the 
fall  in  the  purchasing  power  of  gold  more  than  offset  the  rise  of  exports 
and  the  improved  terms  of  trade  for  the  sterling  countries.  Over  the 
years  1946  to  1952  (first  half  of  1952  at  annual  rate),  the  overseas  franc 
and  sterling  area  had  a  net  deficit  with  the  dollar  area  of  $363  million.27 

An  over-all  examination  of  other  sterling  countries  reveals  that  they 
tended  to  drain  the  dollar  resources  of  the  United  Kingdom,  but  we 
should  distinguish  between  the  independent  sterling  countries  and  the 
British  colonies,  the  latter  on  the  whole  tending  to  improve  the  dollar 
position  of  the  sterling  countries.  In  general  the  pressure  to  withhold 
dollars  from  the  sterling  pool  (e.g.,  South  Africa)  and  failure  to  restrain 
adequately  the  consumption  of  dollar  balances  helped  bring  about  peri- 
odic crises.  Inflationary  policies  in  the  sterling  countries  tended  to  aggra- 
vate the  situation.  From  1946  to  1952,  there  was  a  reduction  of  $630 
million  in  the  drawings  from  the  sterling-area  dollar  pool.  Among  the 
important  contributions  were  $417  million  by  the  United  Kingdom  and 
$1,990  million  by  the  United  Kingdom  colonies;  other  sterling  countries 
drained  $1,341  million,  with  the  drawings  of  India,  Pakistan,  Australia, 
and  Ireland  especially  large.  In  1953  and  1954  (provisional),  the  United 
Kingdom  colonies  contributed  $562  million  and  the  other  sterling  coun- 
tries withdrew  $243  million.28 

United  States  trade  statistics  suggest  burdens  on  Europe's  reserves 
associated  with  the  large  adverse  balance  on  merchandise  and  service 
account   for   the    underdeveloped    countries.    The    adverse    balance    of 

26  Cf .  G.  Haberler,  "The  Foreign  Trade  of  Western  Europe :  Accomplishments  and 
Prospects,"  The  Academy  of  Political  Science,  1953,  p.  83. 

27  All  figures  from  Economic  Commission  for  Europe,  op.  cit.,  pp.  100-103,  111— 
120. 

28  United  Kingdom  Balance  of  Payments,  1946-1954,  no.  2,  table  9;  K.  M.  Wright, 
"Dollar  Pooling  in  Sterling  Area,  1939—52,"  American  Economic  ^Review,  1954,  pp. 
559-576;  and  E.  Zupnick,  "The  Sterling  Area's  Central  System,"  Quarterly  Journal 
of  Economics,  February,  1955,  pp.  71-84.  Cf.  pp.  486-491  of  this  book. 
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OEEC  dependencies,  the  sterling  countries  (exclusive  of  the  United 
Kingdom),  and  all  other  countries  (exclusive  of  the  above,  Europe, 
Canada,  Latin  America,  and  Iron  Curtain  countries)  was  as  shown  in 
Table  28-14.  (In  1954,  the  adverse  balance  was  in  excess  of  $1,200 
million. ) 

In  general,  what  is  significant  is  the  substantial  size  of  the  deficits  and 
the  tendency  of  these  countries  to  increase  their  imports  when  their  ex- 
ports rise;  note  the  changes  for  1951.  This  excess  of  imports  puts  a  bur- 
den upon  the  reserves  of  Western  Europe,  but  also  it  reflects  capital 
imports  and  grants  from  the  United  States.  It  should  be  noted  that  on 

Table  28-14.  United  States  Trade  with  Underdeveloped  Countries, 

1949  to  1953 

(In  millions  of  dollars) 


1949 

1950 

1951 

1952 

1953 

United  States  imports  from  these  under- 
developed countries 

3,204 
5,443 

-2,239 

4,527 
4,046 
+481 

6,199 
6,472 
-273 

5,685 
6,402 
-717 

5,461 

United  States  exports  to  these  countries 
Total  balance  vis-a-vis  United  States . . . 

6,244 

-783 

source:  Calculated  from  Survey  of  Current  Business,  July,  1954. 

the  whole  the  British  countries  (and  notably  the  colonies)  were  in  a 
stronger  position  vis-a-vis  the  United  States  than  the  other  countries  in- 
cluded in  this  table.  But  in  contrast  to  the  prewar  period,  these  countries 
did  not  accumulate  an  excess  of  credits  vis-a-vis  the  United  States. 

It  should  also  be  noted  that  Western  Europe  encountered  difficulties 
in  coping  with  United  States  competition  in  overseas  areas,  in  part  be- 
cause exports  were  often  tied  to  United  States  aid  or  loans  and  in  part 
because  some  countries  (e.g.,  Japan)  required  commodities  that  could 
be  provided  by  the  United  States  and  not  by  Western  Europe.29 

7. Trade  and  Reserve  Trends,  1952-1955 

In  the  two  years  1952  and  1953,  the  position  of  the  outside  world 
improved  vis-a-vis  the  United  States.  This  is  especially  evident  in  a  con- 
trast of  the  figures  for  1951  and  1953 :30 

a.  A  reduction  took  place  for  the  outside  world  in  the  adverse  balance 
of  payments  on  goods  and  services  of  $455  million,  or  9  per  cent.  (This 
occurred  despite  the  rise  of  United  States  merchandise  exports  of  $952 
million  and  of  imports  of  but  $236  million. ) 

h.  While  the  United  States  gained  $53  million  of  gold  in  1951,  it  lost 
$1,163  million  in  1953. 

c.  Whereas  this  country  exported  $734  million  of  capital  in  1951,  there 

29  Economic  Commission  for  Europe,  op.  cit.,  pp.  111-112. 

30  U.S.  Department  of  Commerce  figures  in  Survey  of  Current  Business,  July,  1954. 
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was  a  net  inflow  in  1953  of  $721  million,  explained  in  no  small  part  by  a 
net  importation  of  short-term  capital  of  $1,038  million.  In  other  words, 
for  the  outside  world  gains  of  gold  and  exports  of  short-term  dollar  capi- 
tal in  1953  were  $1,884  million  ( a  small  part  not  reserves )  as  compared 
with  losses  of  gold  and  an  inflow  of  short-term  capital  of  $84  million  in 
1951.  Moreover,  the  exportation  of  United  States  capital  to  Canada  and 
Latin  America  in  1953  amounted  to  $547  million  as  compared  with  a  net 
inflow  into  the  United  States  in  all  of  $721  million — again  suggesting 
large  gains  for  the  nondollar  countries. 

But  against  these  unusual  gains  of  almost  $2  billion  in  1953  and  more 
than  $3  billion  vis-a-vis  1951  for  the  nondollar  countries,  we  should  note 
that  unilateral  transfers  for  the  United  States  were  $1,771  million  higher 
in  1953  than  in  1951. 

In  1953  as  compared  with  1951,  countries  trading  with  the  United 
States  used  their  resources  primarily,  not  to  increase  purchases  from  the 
United  States,  but  to  build  up  their  gold  and  dollar  resources. 

A  word  about  relations  among  regions.  Western  Europe  absorbed  most 
of  the  rise  (over  1951)  of  unilateral  transfers  ($1,482  million),  of  gold 
($1,026  million),  and  of  capital  exports  to  the  United  States  ($1,355 
million).  For  the  year,  unilateral  transfers  exceeded  the  remainder  of 
the  adverse  balance  of  payments  by  about  $2  billion,  the  difference 
being  absorbed  in  accretions  of  gold  and  dollar  balances  by  nondollar 
countries. 

The  United  Kingdom  and  the  sterling  countries  showed  a  different 
pattern  from  that  of  Western  Europe.  The  sterling  countries  reduced 
imports  from  the  United  States  more  than  they  expanded  exports.  [In 
fact,  exports  of  all  sterling  countries  to  the  United  States  were  less  than 
in  1951  (but  more  for  the  United  Kingdom).]  The  sterling  countries 
greatly  improved  their  balance  of  goods  and  services  with  the  United 
States.  Western  Europe,  exclusive  of  the  United  Kingdom,  suffered  a 
deterioration  in  its  balance.  The  gains  of  gold  at  the  expense  of  the 
United  States,  however,  were  largely  concentrated  on  Continental  EPU 
countries.  The  sterling  countries  did  not  greatly  increase  their  dollar 
assets,  and  an  explanation  of  this  fact  is  that  unilateral  transfers  were 
greatly  reduced  (for  the  United  Kingdom  they  were  $254  million  in 
1951  and  —$44  million  in  1953— a  return  flow  to  the  United  States). 

For  the  other  regions  the  significant  changes  vis-a-vis  the  United 
States,  1951  to  1953,  were  as  follows : 

Latin  America:  A  large  drop  of  United  States  exports  to  Latin  America 
— $725  million,  or  19  per  cent — and  a  drop  in  the  adverse  balance  on 
merchandise  and  service  account  from  $1,033  million  to  $193  million. 

All  other  countries  (primarily  Asia,  Africa,  the  Near  East,  exclusive 
of  sterling  and  European  dependencies):  A  rise  of  unilateral  transfers 
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of  about  $530  million  and  an  adverse  balance  of  merchandise  and  serv- 
ices of  $418  million. 

Preliminary  figures  point  to  a  similar  trend  in  1954,  though  the  trend 
in  the  second  half  of  1954  was  not  favorable.  The  United  Kingdom  and 
the  Continental  EPU  countries  continued  to  gain  reserves  for  the  two 
years  1953  and  1954  as  a  whole.  In  fact,  the  whole  nondollar  world  seemed 
to  add  $4.5  billion  additional  of  gold  and  exchange  in  1953  and  1954 
and  $1  billion  in  1955.  The  reserve  position  of  Latin  America  improved 
(and  primarily  in  foreign  exchange),  and  the  sterling  countries  (other 
than  United  Kingdom)  suffered  large  losses  in  these  two  years. 

In  1954,  Western  Europe's  balance  with  the  United  States  on  goods 
and  service  account  improved  by  almost  $600  million,  but  that  of  sterling 
countries  deteriorated  by  $239  million  and  the  United  Kingdom  by  $78 
million.  In  1955  there  was  a  further  improvement  of  $600  million  for 
Western  Europe;  but  in  the  second  and  third  quarters  of  1956  there  was 
a  deterioration  of  $500  million  vis-a-vis  the  same  period  in  1955. 

8.  The  European  Dollar  Problem  and  Competition  in  Third  Markets 

We  have  noted  above  that  the  United  States  had  gained  ground  not 
only  in  its  share  of  total  export  trade  but  also  in  its  share  of  Western 
European  markets.  Here  it  may  be  helpful  to  survey  more  carefully  the 
competitive  position  of  the  United  States  and  Western  Europe  in  third 
markets,  for  much  is  made  of  the  point  that  penetration  of  third  markets 
held  by  dollar  countries  can  greatly  ease  the  dollar  problem. 

In  the  United  Kingdom  market,  the  share  of  the  United  States, 
Canada,  and  Latin  America  was  substantially  less  in  1950  to  1953  than 
in  1937;  the  Continental  EPU  countries  had  increased  their  share  some- 
what in  this  market,  and  other  sterling  countries  and  dependencies  sub- 
stantially (for  the  last,  31  per  cent  in  1937,  38%  per  cent  in  1950  to  1952, 
and  43  per  cent  in  1953 ) .  These  movements  reflect  discrimination  against 
dollar  countries  and  the  effects  of  sterling  convertibility  in  encouraging 
trade  among  sterling  countries  and  of  the  EPU  in  stimulating  trade 
among  Western  European  countries.  In  view  of  the  greater  availability 
of  supplies  in  the  dollar  countries,  the  conclusion  may  be  drawn  that  the 
effect  of  inconvertibility  and  dollar  shortage  was  a  tendency  for  trade  to 
move  in  uneconomic  channels. 

In  the  markets  of  United  Kingdom  dependencies,  the  same  trends  are 
apparent,  though  the  relative  gains  of  the  United  Kingdom  and  Conti- 
nental EPU  countries  are  in  part  at  the  expense  of  other  sterling  coun- 
tries and  the  rest  of  the  world?1  But  if  Europe  improved  its  position 
somewhat  in  these  countries,  in  the  markets  of  other  sterling  countries 
it  lost  to  the  United  States  and  Canada  and  other  sterling  countries.  In 

31  As  defined  by  the  IMF. 
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the  markets  designated  rest  of  the  world,  the  United  States  gained 
heavily  with  Europe's  position  roughly  unchanged  (a  decline  in  1953). 
In  part,  the  large  gains  for  the  United  States  in  these  countries  (notably 
Asia)  are  associated  with  military  operations  and  government  unilateral 
grants.  The  competitive  position  obviously  improves  when  exports  are 
given  away. 

In  Latin  America  and  Canada,  the  failures  of  European  countries  to 
reestablish  their  position  are  especially  evident.  Thus  the  United  States' 
share  in  Latin  American  import  trade  rose  from  44  per  cent  in  1937  to 
60  to  61  per  cent  in  1950  to  1953,  whereas  the  share  of  Continental 
EPU  countries  dropped  from  26  to  18  per  cent  (to  15  per  cent  in  the 
latter  part  of  1953),  and  the  United  Kingdom's  share  was  down  from 
13  to  8  per  cent  in  1950  to  1952  (7  per  cent  in  the  latter  part  of  1953). 
Movements  in  Canada  are  roughly  in  the  same  proportions,  with  the 
EPU  countries  losing  less  relatively,  with  the  United  Kingdom's  propor- 
tion dropping  from  18  to  10+  per  cent  and  other  sterling  countries 
suffering  even  larger  losses  (11  to  6%  per  cent  in  1950  to  1952  and  to 
2%  per  cent  in  the  latter  part  of  1953).  This  failure  of  other  sterling 
countries  to  maintain  their  position  in  the  dollar  markets  was,  of  course, 
also  costly  in  terms  of  the  European  dollar  position. 

Finally,  we  return  to  the  markets  of  Continental  EPU  countries.  Un- 
like the  trends  in  the  United  Kingdom,  the  United  States'  share  rose 
greatly,  much  more  than  the  share  of  other  Continental  EPU  countries. 
The  United  Kingdom  roughly  maintained  its  position,  other  sterling 
countries  gained,  and  the  rest  of  the  world  lost  ( the  last  in  part  because 
of  the  effects  of  war).  By  1953-1954,  the  United  States  seemed  to  be 
losing  ground  and  other  European  countries  gaining.32 

In  general,  the  trends  from  1937  to  1953  continued  into  1954.  From 
1953  to  1955,  however,  there  were  some  signs  of  improvement.  In  Latin 
America,  imports  from  Continental  European  Payments  Union  countries 
rose  from  20  to  23  per  cent,  while  those  from  the  United  States  and 
Canada  dropped  from  54  to  49  per  cent.  The  Continental  European 
Payments  Union  countries  increased  their  share  of  the  market  in  the 
United  States  and  Canada  from  11  to  12  per  cent.  But  the  penetration  of 
Continental  European  Payments  Union  countries  by  the  United  States 
and  Canada  increased;  and  in  all  these  instances  the  sterling-area  coun- 
tries and  the  United  Kingdom  either  maintained  their  position  or  lost. 

9.  Structure  of  Trade  of  Sterling  Countries 

How  does  the  structure  of  trade  seem  viewed  from  the  angle  of  United 
Kingdom  total  trade?  Relative  exports  to  the  United  States  and  Canada 

32  Statistics  based  on  material  in  International  Monetary  Fund,  International 
Financial  Statistics,  March,  1954. 
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declined  somewhat  from  1937  to  an  average  of  1950  to  1954  (12  to 
11.6),  and  imports  from  these  countries  (1937  to  1950-1954  average) 
were  down  from  20  to  16  per  cent.  This  suggests  the  greater  significance 
of  restrictions  on  dollar  imports  than  expansion  of  dollar  exports.  Allow- 
ance should  be  made  for  the  large  rise  of  United  States  imports.  As 
might  be  expected  from  earlier  discussions,  United  Kingdom  trade  with 
other  EPU  countries  changed  relatively  little  and  with  Latin  America 
declined.  Her  export  trade  to  United  Kingdom  dependencies  rose  from 
9  to  14.75  per  cent  and  import  trade  from  7  to  16  per  cent,  suggesting 
great  advance  in  this  trade.  (These  figures  are  for  the  years  1937  to 
1950-1953.)  In  contrast,  relative  exports  to  other  sterling  countries  rose 
much  less,  and  imports  were  24  per  cent  of  the  total  in  1937  and  1950 
to  1953.  Exports  and  imports  both  declined  substantially  in  relation  to 
the  rest  of  the  world. 

A  rise  of  exports  of  other  sterling  countries  to  the  United  States  and 
Canada  (10  per  cent  in  1937  to  12%  per  cent  for  1950-1953  of  all 
exports)  suggests  the  favorable  interpretation  of  large  dollar  earnings 
for  British  dependencies,  but  the  rise  of  imports  for  these  countries  from 
15  to  16%  per  cent  was  less  fortunate.  Again  the  failure  of  these  coun- 
tries to  maintain  exports  to  the  United  Kingdom  (a  decline  from  45  per 
cent  of  all  exports  in  1937  to  36.75  per  cent  for  1950-1953)  points  to 
the  slow  response  of  exports  or  substitutes  for  commodities  from  dollar 
countries. 

10.  Commodity  Prices  and  Trade 

In  part,  the  explanation  of  the  dollar  shortage  may  be  the  price 
movement  of  important  materials.  In  Table  28-15  I  list  items  as  well 
as  the  countries  exporting  the  largest  proportion. 

Table  28-15  should  be  considered  in  relation  to  the  rise  of  export 
trade  and  terms  of  trade  for  important  countries  and  areas.  Comparing 
an  average  of  1937-1938  and  1950-1952,  we  find  that  the  largest  rise  in 
export  prices  and  improvement  in  terms  of  trade  obtained  for  Latin 
America  and  the  United  Kingdom  dependencies  and  the  least  satisfac- 
tory results  for  the  United  States  and  the  United  Kingdom. 

For  Latin  America  the  spectacular  rise  in  the  price  of  coffee  and 
large  rises  for  wool,  zinc,  lead,  sugar,  and  copper  are  relevant.  But  note 
also  the  small  rise  for  beef.  The  United  Kingdom  dependencies  profited 
especially  from  the  large  rise  in  the  prices  of  copper.  For  other  sterling 
countries  the  substantial  rises  in  the  price  of  rice,  jute,  cotton,  wool, 
and  lead  are  especially  relevant  but  also  the  small  rise  for  butter  and 
mutton  and  lamb. 

On  the  whole,  the  Continental  EPU  countries,  the  United  Kingdom, 
and  the  United  States  did  not  fare  too  well.  Especially  germane  for 
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Table  28-15 


Commodity 


1.  Coffee 

2.  Rice 

3.  Jute 

4.  Cotton 

5.  Wool 

6.  Zinc 

7.  Lead 

8.  Sugar 

9.  Pulp  and  newsprint .... 

10.  Copper 

11.  Newsprint 

12.  Coal 

13.  Rubber 

14.  Tin 

15.  Wheat 

16.  Petroleum  and  products 

17.  Tobacco 

18.  Beef 

19.  Tea 

20.  Butter 

21.  Bacon  and  ham 

22.  Mutton  and  lamb 


Price  rise, 

avg.  of 

Rise  (  +  ) 

1950-1952  over 

orfall(-), 

avg.  of  1937- 

1953  over 

1938, 

% 

1950-1952 

762 

+ 

443 

+ 

384 

_ 

374 

- 

366  (Australia)* 

- 

362 

_  _ 

326 

— 

298 

+ 

298 

— 

287 

+ 

281 

+ 

254f 

+ 

247 

_  _ 

245 

- 

234 

- 

224 

- 

221 

No  change 

193 

+ 

171 

+ 

155 

+ 

148 

+ 

105 

+ 

Main  countries  of  export  (%  of 
world  exports  in  parentheses  for  1950) 


Brazil(55),  Colombia(20) 

Thailand  (32),  Burma(27),  United  States 

(19) 
Pakistan  (60) 

United  States(44),  Egypt(21) 
Australia (49),   New  Zealand (15),   Union 

of  South  Africa  (12),  Uruguay  (11) 
Canada(39),  Mexico(18) 
Mexico(26),  Australia (19),  Canada(16) 
Cuba(7l),  Philippines(6) 
Canada(53),  Scandinavia(46) 
Chile(34),    Northern    Rhodesia(26), 

Canada  (18) 
Canada(53),  Sweden(27) 
Germany (39),  United  States(34),  United 

Kingdom(21) 
Malaya(53),  Indonesia(30),  Ceylon(7) 
Malaya(44),  Bolivia(21),  Indonesia(16) 
United     States(40),     Canada(32),     Aus- 
tralia (16) 
Venezuela(41),    Iran(23),    Saudi    Arabia 

(14) 
United  States(47),  Turkey(ll) 
Argentina(48),  Canada(20),  Uruguay (12) 
India(46),  Ceylon(45) 
Denmark (33),   New  Zealand (25),   Neth- 

erlands(18),  Australia(15) 
Denmark(61) 
New  Zealand (72),  Australia(19) 


*  U.S.  =  224. 
tU.S.  =  208. 

source:    Original    materials   in    International    Monetary    Fund,    International   Financial    Statistics, 
December,  1953.  1953  figures  based  generally  on  first  eight  to  ten  months.   —   —   =  large  decline. 


these  countries  is  the  relatively  small  rise  in  the  prices  of  manufactured 
goods,  but  it  should  also  be  noted  that  except  for  cotton  and  rice  (of 
special  interest  to  the  United  States )  and  coal  ( of  interest  to  the  United 
States,  Germany,  and  Great  Britain),  these  countries  did  not  share 
in  the  gains  resulting  from  large  rises  in  the  prices  of  raw  materials. 

Another  classification  (Table  28-17)  gives  the  index  of  export  prices 
and  quantities— again  1937-1938  to  1950-1952  (1937-1938  =  100). 

Again  the  greater  rise  of  export  prices  for  underdeveloped  regions  is 
to  be  noted,  but  here  we  should  also  stress  the  varying  rate  of  expansion 
of  exports.  Against  the  more  favorable  price  history  of  the  rest  of  the 
world  (exclusive  of  above  and  Communist  countries)  is  to  be  put  a 
gain  of  but  6  per  cent  in  exports.  The  rise  for  the  United  States  and 
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Table  28-16.  Prices  of  Exports  and  Terms  of  Trade  for  the  United  States, 
United  Kingdom,  and  Several  Areas,  1950  to  1952  (1937  and  1938  =  100) 


Area 

Export  prices 

Terms  of  trade 

(export  indices  divided 

by  import) 

United  Kingdom  dependencies 

273 

240 
237 
209 
196 
172 

143 

Latin  America 

166 

Other  sterling  countries 

116 

Continental  EPU  countries 

95 

United  States 

79 

United  Kingdom „ 

72 

source:  Calculated  from  materials  in  International  Monetary  Fund,  International 
Financial  Statistics,  December,  1952. 

Table  28-17.  Export  Prices 


Area 


World 

World,  exclusive  of  U.S 

Europe 

Canada  and  U.S 

Rest  of  world* 


Export  prices 

Exports — 
quantum  index 

241 

134 

251 

132 

204 

135 

201 

204 

276 

106 

*  Exclusive  of  Communist  countries. 
source:   Calculated  from    United   Nations, 
1952,  p.  18. 


Yearbook   of  International   Statistics, 


Canada  was  seventeen  times  as  great  and  for  Europe  six  times  as  great. 
In  1953-1954  (average)  the  terms  of  trade  of  the  United  States  im- 
proved slightly  and  of  Latin  America,  of  the  United  Kingdom,  and  of 
other  sterling  countries,  substantially. 

At  the  end  of  this  chapter  ( summary  is  to  be  found  at  the  beginning ) 
we  ought  to  say  again  that  trade,  despite  its  restrictions  or  perhaps  be- 
cause of  rising  incomes  and  removals  of  restrictions,  continued  to  gain. 
By  the  second  half  of  1955,  world  trade  (annual  rate)  had  risen  to  $86 
billion  [the  figure  in  1950  was  $57  and  in  1954  (second  half)  $78  bil- 
lion]. World  trade  had  risen  by  34  per  cent  in  volume  from  1950  to  the 
second  half  of  1955,  as  compared  with  33  per  cent  for  the  gains  of  in- 
dustrial output.  A  striking  aspect  of  recent  gains  has  been  the  increased 
percentage  of  trade  for  industrial  countries,  related  in  large  part  to  the 
tendency  of  industrial  countries  to  get  along  with  smaller  quantities  of 
raw  materials  and  to  rely  increasingly  on  manufactured  raw  materials. 
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From  25  per  cent  in  1938,  the  ratio  between  the  consumption  of  raw 
materials  and  fuels  and  the  gross  value  of  manufacturing  production,  had  in 
the  industrial  areas  fallen  to  19  per  cent  in  1952.  By  1955,  it  had  further 
dropped  to  17%  per  cent.  Or  in  other  words,  for  each  unit  of  raw  materials 
and  energy  consumed,  the  quantity  of  manufactures  produced  in  the  industrial 
countries  in  1952  was  32  per  cent  larger  than  in  1938;  by  1955,  the  gain 
had  further  grown  to  42  per  cent  above  pre-war. 

Not  only  economies  in  raw  materials  but  also  the  increased  impor- 
ltance  of  synthetic  raw  materials  is  relevant  in  explaining  the  reduced 
trade  of  nonindustrial  countries.  By  1955,  the  consumption  of  manu- 
factured raw  materials  in  industrial  areas  rose  (in  1950  dollars)  from 
$820  million  in  1938  to  $3.5  billion  in  1950  and  $6.4  billion  in  1955.33 

33  See  General  Agreement  on  Tariffs  and  Trade,  International  Trade,  1955,  1956, 

pp.  i-ii. 


CHAPTER  29 

Some  General  Observations 


Over  the  last  forty  years  periods  of  international  disequilibrium  have 
become  much  more  important  than  they  had  been  in  the  nineteenth 
century,  which  had  witnessed  the  evolution  of  the  classical  theory  of 
international  trade.  The  explanation  of  these  years  of  strong  imbalances 
lies  partly  in  the  great  political  upheavals  since  1914,  with  their  accom- 
panying revolutions  and  wars.  But  also  relevant,  and  not  entirely  in- 
dependent of  the  above,  were  two  other  factors:  the  emergence  of  in- 
stitutional factors  that  interfered  with  the  adjustments  assumed  under 
classical  economics,  and  the  rapid  emergence  of  the  United  States  as  the 
dominant  economic  power.  The  latter  is  of  particular  significance  for 
various  reasons,  but  notably  because  with  its  growth  the  United  States 
tended  to  absorb  excessive  supplies  of  gold  which  are  supposed  to  be 
available  for  the  adjustment  process,  and,  related,  for  the  economic  isola- 
tionism in  this  country,  which  over  a  considerable  part  of  the  last 
generation  or  two  brought  high  tariffs  and  the  failure  to  assume  the 
responsibilities  of  a  great  creditor  country  in  the  manner  of  Great 
Britain  in  the  preceding  100  years. 

It  is  not  surprising  that  the  theory  of  comparative  costs  is  not  the 
vital  cog  in  international  economics  that  it  was  in  the  system  constructed 
with  such  brilliance  by  Ricardo.  Aside  from  its  relevance  it  should  be 
noted  that  the  theory  itself  in  its  present  form  is  a  much  more  com- 
plicated theory  than  the  labor-cost  theory  which  Ricardo  first  presented. 
For  example,  to  explain  the  great  advantages  of  the  United  States  in  the 
automobile  industry  would  require  an  analysis  not  merely  of  labor  costs 
but  of  many  other  variables,  which  might  explain  why  an  industrial  giant 
like  General  Motors,  producing  4  million  cars  a  year,  can  achieve  market 
control  and  also  why  the  British  or  the  Germans  can  obtain  the  largest 
segment  of  foreign  markets  by  catering  to  the  special  tastes  of  the 
smaller  foreign  markets. 

But  there  are  special  reasons  why  the  comparative-cost  doctrine  is 
less  relevant  than  it  used  to  be.  First,  the  pricing  system  upon  which  it  is 

543 


544  Some  Aspects  of  Adjustment  in  the  Postwar  Period 

based  has  become  a  less  important  factor  in  most  economies.  The 
dependence  is  much  more  upon  planning,  the  allocation  of  resources  by 
authority.  In  part  the  introduction  of  national  objectives  by  authority 
may  mean  encouragement  of  industries  or  employment  not  supportable 
on  comparative-cost  principles.  For  example,  underdeveloped  countries 
— at  least  in  part  for  noneconomic  reasons  and  in  part  because  a 
longer  view  and  government  intervention  yield  a  different  optimum 
structure  of  employment  than  one  based  on  free  pricing  in  the  current 
state  of  the  economy — depart  from  employments  suggested  by  com- 
parative costs.  But  it  should  also  be  allowed  that  often  the  inter- 
vention of  government  has  resulted  from  the  failure  of  the  expected 
adjustments  to  function;  e.g.,  the  outflow  of  gold  does  not  bring  the 
expected  decline  of  prices  and  the  rise  of  exports.  Then  it  may  be  neces- 
sary to  introduce  exchange  control  in  order  to  ensure  the  minimum 
imports  required  to  provide  the  food  and  raw  materials  for  the  workers 
to  process. 

The  failure  of  the  gold  standard  to  operate  satisfactorily  brought  new 
approaches  to  the  treatment  of  international  disequilibrium.  Exchange 
flexibility  is  one  approach  which  is  consistent  with  the  free  market, 
especially  where  the  rates  are  determined  by  free-market  forces,  with 
the  monetary  authority  intervening  only  to  protect  the  currency  against 
unhealthy  speculation.  It  is  a  significant  fact  that  in  the  1930s  the  out- 
standing classical  economists  who  should  have  welcomed  this  approach 
were  as  a  rule  most  critical  of  the  epidemic  of  devaluations,  which  they 
considered  most  unorthodox.  By  the  late  1940s,  however,  having  been 
confronted  with  the  alternative  of  exchange  control,  they  envisaged  ex- 
change flexibility  as  the  ideal  approach,  that  is,  consistent  with  free- 
market  principles. 

After  World  War  II  the  introduction  of  numerous  international  in- 
stitutions was  an  acknowledgment  that  the  automatic  forces  needed 
some  reinforcements.  It  was  necessary  to  provide  temporary  reserves 
and  capital  to  meet  the  needs  of  reconstruction  and  economic  develop- 
ment and  to  introduce  some  impairment  of  sovereignty  through  control 
of  exchange  rates,  restrictions  on  quantitative  controls,  and  on  discrimina- 
tion. These  and  similar  measures  were  directed  toward  limiting  the  area 
of  economic  warfare  and  raising  the  level  of  trade  in  order  to  increase 
greatly  the  range  of  trade  within  which  adjustments  might  be  made. 
But  aside  from  the  international  agencies,  governments  participate  in  an 
increasing  degree  in  the  process  of  balancing  international  accounts. 

That  the  disequilibrium  problem  continues  to  harass  the  authorities 
is  in  some  respects  surprising,  since  the  managers  now  have  available 
the  powerful  weapon  of  fiscal  policy  as  well  as  the  older  weapon  of 
monetary  policy.  Indeed,  over  the  years  the  authorities  have  failed  to 
make  the  most  effective  use  of  monetary  policy,  in  part  because  of  lack 
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of  courage  and  in  part  because  of  failure  to  understand  the  issues  but 
also  in  part  because  the  weapons  available  to  the  monetary  managers 
were  rather  blunted.  Surely  the  managers  of  the  system  might  have 
been  expected  to  do  better  once  the  more  modern  weapons  of  open- 
market  operations,  changes  in  reserve  requirements,  and  qualitative  con- 
trols became  available.  That  these  weapons  continued  to  be  relatively 
ineffective  may  be  associated  with  the  availability  of  other  controls  and 
the  tough  assignment  to  monetary  authorities  in  an  economic  milieu  of 
intense  depression  or  one  in  which  the  pressure  on  limited  resources 
was  unusually  great.  In  the  early  fifties  there  seems  to  be  an  increased 
interest  and  faith  in  the  monetary  weapon. 

Undoubtedly  the  increased  attention  paid  to  domestic  objectives  and 
in  particular  full  employment  increased  the  difficulties  of  the  monetary 
authorities.  Whereas  the  earlier  objectives  of  maintaining  a  fixed  price 
for  gold  or  even  the  later  one  of  accommodating  trade  raised  tough 
problems  for  them,  that  of  reconciling  the  international  with  the  new 
domestic  objectives  increased  the  difficulties  for  the  authorities,  especially 
since  the  attainment  of  one  objective  might  jeopardize  the  other  and  also 
since  a  division  of  authority  among  those  responsible  for  monetary 
policy,  fiscal  policy,  and  direct  controls  further  complicated  matters. 

Dollar  shortage  over  the  years  has  come  to  be  a  symbol  of  the  dis- 
equilibrium, but  it  is  not  the  only  expression  of  the  disequilibrium. 
Shortages  of  German  marks  and  Belgian  and  Swiss  francs  for  the  British 
and  the  French;  quotas,  exchange  control,  and  discrimination  against 
dollar  countries;  export  subsidies  and  the  increased  recourse  to  intra- 
area  trade — all  these  were  also  signs  of  disequilibrium.1  Inconvertibility 
was  also  an  expression  of  lack  of  balance,  and  the  freedom  to  convert 
into  dollars  was  not  the  only  freedom  abrogated  by  inconvertibility. 

No  one  can  say  how  long  these  periods  of  marked  disequilibrium  will 
continue.  In  the  fifties,  there  were  reassuring  signs,  not  the  least  of 
which  were  the  gains  in  third  markets  by  nondollar  countries,  large 
relative  gains  of  imports  from  nondollar  countries  (reflecting  in  part 
protectionism),2  and  the  more  skillful  use  of  monetary  and  fiscal  policies 
by  nondollar  countries.  That  the  United  States  responded  to  her  rapid 
gains  of  productivity  by  increasing  incomes  rather  than  passing  the 
gains  on  in  lower  prices  helped  ease  the  dollar  problem  as  did  trade 
liberalization  since  the  passage  of  the  Reciprocal  Trade  Act  in  1934. 
Discrimination  against  the  dollar  and  the  highly  protectionist  policies 
of   the   nondollar   world   also   helped,   though   this   was   more   like   an 

1  On  the  last,  see  General  Agreement  on  Tariffs  and  Trade,  International  Trade, 
1954,  pp.  9-10. 

2  Ibid.,  p.  16.  Imports  for  nine  European  countries  of  primary  products  from 
dollar  countries  dropped  from  27  per  cent  in  1948  and  1949  to  18  and  17  per  cent 
in  1953  and  1954. 
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aspirin  treatment  than  the  surgery  required.  By  taking  measures  of  this 
kind  the  nondollar  world  moved  toward  a  balanced  dollar  account  but 
only  by  reducing  the  total  gains  of  trade.  By  the  mid  1950s,  as  noted, 
there  were  reassuring  signs. 

How  much  longer  the  problems  of  international  disequilibrium  will 
trouble  the  world  will  depend  especially  upon  the  trends  in  the  cold  and 
hot  wars.  But  many  other  factors  are  also  relevant:  the  manner  in  which 
the  United  States  takes  its  gains  of  increased  productivity  and  similarly 
for  the  nondollar  world;  the  trade  policies  of  both  the  United  States  and 
other  countries;  the  extent  to  which  the  day  of  reckoning  can  be  put 
off  by  long-term  loans  and  grants  by  the  large  creditor  countries;  the  use 
made  of  these  resources  by  the  borrowing  countries;  the  extent  to  which 
the  increased  need  for  raw  materials  and  food  by  the  United  States  over 
the  next  generation  will  increase  the  prices  and  the  value  of  her  imports; 
the  skill  and  courage  with  which  all  countries  will  use  both  fiscal  and 
monetary  policy  to  contract  and  expand  as  the  situation  requires,  taking 
into  account  both  domestic  and  international  objectives;  and  finally 
the  success  of  the  nondollar  countries  in  capturing  third  markets  from 
the  United  States,  in  turn  related  to  skills  in  reallocating  resources,  in- 
creasing productivity,  depressing  relative  prices,  etc. 

It  is  not  likely  that  these  problems  are  going  to  be  solved  overnight, 
though  they  may  well  give  us  less  trouble  than  they  did  in  the  first 
postwar  decade,  in  part  because  the  imbalance  in  the  early  postwar 
years  was  related  to  the  damage  caused  by  the  war.  We  can  also  be 
reasonably  sure  that  the  world  in  the  next  ten  to  twenty-five  years  will 
not  be  one  with  the  dependence  upon  free-market  forces  that  classical 
economics  assumed.  Automatic  responses  will  not  balance  accounts, 
and  it  will  be  necessary  to  depend  upon  many  overt  actions  by  re- 
sponsible authorities.  That  the  objectives  of  economic  policy  include 
full  employment,  economic  growth,  and  the  telescoping  of  economic  de- 
velopment into  a  relatively  short  time  and  not  merely  the  optimum 
allocation  of  factors  of  production  as  assumed  in  classical  economics 
greatly  strengthens  the  need  for  planning,  inclusive  of  central  deter- 
mination of  savings,  investments,  and  the  use  of  taxes  and  public  ex- 
penditures to  help  achieve  these  objectives.  In  so  far  as  imbalance 
persists  in  the  international  accounts,  then  special  treatment  is  required 
to  bring  about  some  kind  of  international  balance.  Excessive  dependence 
on  the  pricing  mechanism  is  likely  to  be  rejected  in  part  because  these 
responses  may  be  too  slow,  just  as  they  are  in  wartimes. 

At  the  end  of  a  decade  following  World  War  II,  world  trade  had 
recovered  in  a  rather  remarkable  manner:  The  volume  of  trade  in  1954- 
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1955  was  about  50  per  cent  above  the  prewar  volume,  a  rise  not  far 
out  of  line  with  that  in  output.  However,  as  compared  with  the  pre- 
World  War  I  period,  trade  relative  to  output  was  still  at  a  low  level. 
Much  progress  had  been  made  in  the  fifties  in  removing  obstacles  to 
trade,  but  it  can  also  be  said  that  though  impediments  remained  much 
more  important  than  in  the  prewar  period,  trade  had  rebounded  satis- 
factorily. 

However,  the  structure  and  distribution  of  trade  had  undergone 
significant  changes  which  seem  to  have  long-run  relevance.  Trade  within 
industrial  areas  and  also  within  regions  (e.g.,  Western  Europe,  North 
America)  and  within  associated  countries  (e.g.,  the  sterling  area)  seems 
to  be  more  important  relatively  than  in  the  pre-World  War  II  years. 
With  great  shortages  in  raw  materials  and/ or  increased  economies  in 
their  use,  trade  in  raw  materials  has  declined.  The  industrial  countries 
seem  to  use  about  one-half  the  input  of  raw  materials,  power,  etc.,  per 
unit  of  value  added  as  compared  with  nonindus trial  countries.  This 
means  that  the  former  process  much  more.  Greater  gains  of  output  in 
underdeveloped  countries  then  tend  to  be  more  costly  in  materials. 

With  population  rising  more  rapidly  in  nonindustrial  countries,  their 
relative  contribution  of  food  exports  tends  to  decline  and  the  production 
and  exports  of  food  by  industrial  countries  to  rise.  It  is  not  surprising, 
then,  that  food  prices  were  almost  40  per  cent  higher  in  1954  (second 
half)  than  in  1950;  raw  materials,  15  per  cent  higher;  and  all  traded 
commodities,  only  10  per  cent  higher.  The  shift  from  agriculture  to  in- 
dustry in  part  associated  with  development  and  rising  income  is  relevant 
here. 

It  is  clear  that  trade  has  recovered  in  a  satisfactory  fashion,  but  it  is 
also  clear  that  the  structure  of  trade  has  changed.  For  example,  between 
industrial  and  nonindustrial  countries  trade  in  raw  materials  has  become 
much  less  important  relatively  (an  8  per  cent  decline  in  volume  from 
1938  to  1952);  in  food  and  manufactured  goods,  much  more  important, 
with  respective  rises  of  46  and  82  per  cent. 

In  part  the  trends  point  to  uneconomic  changes,  e.g.,  the  larger  rise 
of  factory  output  in  nonindustrial  than  in  industrial  countries.  There  is 
also  some  evidence,  e.g.,  in  the  much  larger  rise  of  textile  prices  in  non- 
industrial  than  in  industrial  countries,  that  excessive  protectionism  may 
have  been  invoked.  The  great  relative  increases  of  regional  trade  may 
also  point  to  some  extent  in  the  same  direction,  but  some  of  these  re- 
alignments are  quite  consistent  with  comparative-cost  principles.  For 
example,  with  much  larger  population  increases  in  nonindustrialized 
countries  and  greater  technical  advances  in  industrialized  countries  it 
might  be  expected  that  the  industrialized  countries  would  produce  and 
export  more  food. 
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Those  who  are  convinced  that  the  forces  at  work  bringing  on  dis- 
equilibrium are  rather  intractable  support  the  trend  toward  regional 
trade  and  protectionist  devices,  especially  against  dollar  commodities.  In 
the  longer  run  they  may  seek  supranational  organizations.  But  surely  the 
experience  with  the  Iron  and  Steel  Community  in  Europe  and  other 
existing  international  organizations  does  not  support  high  hopes  that 
such  institutions  would  be  favored  and  would  achieve  desired  objectives 
in  the  next  generation. 

Perhaps  in  the  light  of  the  history  of  the  first  postwar  decade,  what 
may  be  expected  would  be  retention  of  some  of  the  abnormal  controls 
for  some  time,  with  gradual  relaxation  and  dependence  on  regional  trade 
agreements  and  international  organizations  as  the  world  moves  back 
further  toward  a  prewar  pattern  of  trade.  Surely,  however,  there  are 
many  changes  in  these  patterns  which  are  likely  to  be  permanent  or 
semipermanent.  Estimates  of  the  abnormal  strength  of  the  dollar,  both 
in  degree  and  in  durability,  are  still  uncertain  elements. 

A  glance  at  the  long-run  trends  since  1875  underlines  some  of  the 
reasons  for  the  maladjustments  of  the  last  ten  years  and  also  points 
toward  causes  at  work  for  long  periods  of  time.  The  explanation  of  dis- 
equilibrium is  not  only  war  and  its  aftermath.  Europe,  in  particular,  has 
experienced  serious  losses  in  the  years  since  1913.  Trade  in  general  has 
not  expanded  as  it  had  from  1876  to  1913.  Europe's  relative  position 
quite  consistently  deteriorated  in  the  total  picture  and  that  of  the  large 
European  countries  and  the  United  Kingdom  especially.  Europe's  over- 
seas trade  and  her  intra-European  trade  became  relatively  less  important. 
Europe  was  slow  to  respond  to  the  increased  competition  of  the  United 
States  and  to  the  large  losses  suffered  by  textiles  by  turning  to  the 
products  (e.g.,  engineering  products)  increasingly  wanted.  By  responding 
through  monetary  and  wage  policies  Europe  might  (and  did  to  some 
extent)  solve  her  balance-of -payments  problems  but  through  a  relative 
deterioration  in  her  standard  of  living.  By  importing  capital  and  new 
techniques  she  might  contribute  toward  higher  standards  and  interna- 
tional equilibrium.3 

Let  us  finally  contrast  the  pre-World  War  I,  the  interwar,  and  the 
post- World  War  II  periods.  In  the  first  of  these  three  periods,  say  from 
1850  to  1914,  international  economic  problems  were  relatively  simple. 
The  United  Kingdom  assumed  the  leadership  in  the  administration  of  a 

3  On  the  issues  of  the  last  few  paragraphs,  see  especially  General  Agreement  on 
Tariffs  and  Trade,  International  Trade,  1954,  1955;  F.  Altschul  et  al.,  The  Political 
Economy  of  American  Foreign  Policy  (W.  Y.  Elliott,  ed. ),  1955;  and  United 
Nations,  Growth  and  Stagnation  in  the  European  Economy,  1954  (by  I.  Sven- 
nilson);  D.  C.  Bok,  "The  First  Three  Years  of  the  Schuman  Plan,"  Princeton  Studies 
in  International  Finance,  1955. 
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gold  standard  that  worked  tolerably  well,  though  not  so  well  as  is  often 
assumed.  New  gold  discoveries  and  new  techniques  for  manufacturing 
money  contributed  greatly  to  the  workability  of  the  standard.  The 
British  serving  their  interests,  namely,  a  profitable  outlet  for  savings 
and  cheaper  food  and  raw  materials,  provided  large  supplies  of  capital 
for  external  use.  The  combination  of  peace,  monetary  expansion,  widely 
diffused  and  sustained  growth,  and  British  leadership  was  adequate  to 
prevent  long  periods  of  serious  international  disequilibrium.  The  only 
weapon  at  hand  was  monetary  policy,  and  that  largely  concentrated 
in  Great  Britain.  With  sustained  growth,  optimism  prevailed,  and  the 
growth  neutralized  any  adverse  effects  of  excessive  orthodoxy. 

World  War  I  ushered  in  a  period  of  international  disequilibrium. 
Economic  collapse  and  inflation  hit  Central  Europe  after  the  war.  The 
unfortunate  return  to  prewar  parity  injured  the  British  economy;  the 
agricultural  countries  began  to  experience  a  deterioration  in  their  posi- 
tion by  the  later  twenties.  With  the  weakening  of  the  British  money 
market,  the  United  States  and  France  shared  a  responsibility  for  leader- 
ship, but  they  tended  to  hold  on  to  large  supplies  of  gold,  which  reflected 
to  some  extent  increased  economic  strength.  Pessimism  began  to  prevail, 
and  the  authorities,  enslaved  by  nineteenth-century  economics,  continued 
to  rely  on  therapy  that  fitted  an  earlier  period  and  which  did  not  take 
into  account  new  institutions  and  older  ones  now  undergoing  change. 

But  the  troublesome  problems  began  with  the  Great  Depression.  As 
in  the  previous  period  (the  twenties),  the  authorities  tended  to  lean  ex- 
cessively on  monetary  policy.  The  response  to  structural  change,  for 
example,  the  change  in  reciprocal  supply  and  demand  for  traded  com- 
modities, was  slow.  The  major  countries  relied  on  deflationary  policies 
which  brought  losses  and  unemployment  or,  with  a  lag,  on  devaluations, 
which  allowed  greater  scope  for  monetary  expansion.  Competitive  de- 
basement spread,  and  often  the  debasement  was  introduced  not  only  to 
correct  a  price-cost  disparity  but  also  to  deal  with  structural  problems 
which  could  not  be  effectively  treated  by  monetary  policy. 

Many  of  the  smaller  countries,  unable  to  contend  with  world-wide 
forces  as  the  larger  countries  could  to  some  extent  through  tariffs  (e.g., 
the  United  Kingdom)  or  devaluation  (e.g.,  the  United  Kingdom  and  the 
United  States),  had  recourse  to  controls,  multiple  exchange  rates,  com- 
modity agreements  inclusive  of  restriction  of  output,  and  exports.  These 
countries  often  continued  their  long-run  trend  of  depreciation  of  their 
currencies.  They  provided  part  of  their  needed  savings  through  the  in- 
flationary process,  which,  in  turn,  was  reflected  in  depreciation  of 
currencies,  and  one  result  of  the  expansion  of  money  and  the  loss  of 
exports  was  a  steady  depreciation  of  the  currency. 

In  general,  the  thirties  could  be  described  as  a  period  of  disappoint- 
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ment.  Under  the  pressure  of  declining  demand,  the  tendency  was  to 
counter  deflationary  forces  by  restrictive  measures,  both  of  output  and 
of  trade;  but  there  was  a  failure  to  introduce  expansive  policies  which 
had  begun  to  be  urged  by  thoughtful  economists.  By  the  end  of  the 
thirties,  output  in  the  United  States  and  Western  Europe,  despite  gains 
of  productivity  and  population,  was  roughly  at  the  1929  level.4 

With  World  War  II,  the  problems  of  balancing  international  accounts 
became  more  serious.  The  war  itself  was  a  disruptive  influence,  to  say 
the  least.  But  the  war  also  showed  that  fiscal  policy  had  large  poten- 
tialities, for  overnight  the  unemployment  problem  was  licked  as  deficit 
financing  provided  the  additional  cash  required  to  turn  out  war  supplies. 
In  the  postwar  era,  the  backlog  of  demand  for  consumption  goods  in- 
clusive of  housing,  the  great  advances  of  consumer  credit,  the  quest 
for  economic  development,  the  accompanying  expansion  of  investment, 
the  large  tasks  entrusted  to  government  both  to  defend  against  the  Iron 
Curtain  countries  and  to  underwrite  welfare  programs — all  these  in- 
creased inflationary  pressures.  Limited  resources  could  not  meet  these 
demands  without  either  rising  prices  or  central  allocation  of  demands  and 
resources.  These  pressures  were  held  in  check  to  some  extent  through 
controls,  with  a  tendency  to  relax  controls  in  democratic  countries  as 
production  recovered  and  exceeded  prewar  levels.  There  was  much 
less  opposition  to  an  increased  role  of  government  to  underwrite  demand 
than  in  the  thirties. 

After  World  War  II  inflation  was  the  threat  just  as  deflation  con- 
cerned the  authorities  in  the  thirties.  Where  the  upward  pressure  was 
greatest,  and  notably  in  the  countries  damaged  directly  by  war,  the 
need  for  rehabilitation,  accelerating  investment,  and  raising  standards  of 
living  tended  not  only  to  inflate  the  economy  but  also  to  weaken  inter- 
national positions.  The  recourse  to  monetary  policy  was  often  delayed. 
Confronted  with  inflationary  forces,  the  authorities  in  Western  European 
countries  relied  primarily  on  controls,  but  as  their  recovery  proceeded 
and  gains  over  prewar  conditions  were  made,  they  began  to  use  fiscal 
policy  (i.e.,  increased  taxes  and  reduced  public  expenditures)  and  con- 
tinued to  rely  on  increased  imports  to  soften  the  inflationary  flows. 

In  the  smaller  countries,  e.g.,  Latin  America,  inflation  proceeded  much 
more  rapidly  than  in  the  United  States  and  even  more  than  in  Western 
Europe.  The  pressure  for  economic  development  quickened  the  in- 
flationary pace,  and  the  unprecedented  demands  for  raw  materials  and 
food  in  Europe  and  North  America  brought  gains  of  reserves  for  these 
countries  and  a  conversion  of  reserves  into  local  currencies.  As  incomes 
rose  in  response  to  increased  exports  and  reserves,  the  defense  mobilized 
against  adverse  balances  of  payments  was  largely  one  of  import  controls, 

4  Cf.  the  excellent  treatment  by  A.  H.  Hansen,  The  American  Economy,  1957. 
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export  controls,  multiple  exchange  rates,  and  the  like.  There  seems  to  be 
little  hope  for  moderating  the  inflationary  movement  in  these  countries 
other  than  a  deflation  of  plans  and/or  increased  savings  and/or  a  large 
rise  of  capital  imports. 

In  general,  the  contrast  between  the  post- World  War  I  and  post- World 
War  II  periods  is  striking.  Above  all  the  attention  now  is  concentrated 
on  objectives  of  full  employment,  growth,  and  stability.  In  the  great 
British  crisis  of  1955-1956,  the  difficulties  lay  not  in  inadequate  output 
or  even  consumption — in  fact,  the  gains  in  almost  all  of  Western  Europe 
since  1948  have  been  phenomenal — but  rather  in  the  external  position. 
Whereas  in  the  interwar  period  the  internal  decline  induced  international 
disequilibrium,  the  latter  in  turn  further  depressing  output,  in  the 
post- World  War  II  period  the  achievement  of  full  employment,  growth, 
and  relative  internal  stability  in  most  countries  often  brought  problems 
of  external  equilibrium.  At  least  the  most  important  objectives  have  been 
achieved.  The  problem  of  continued  economic  advance  at  home  will  not 
be  sacrificed  to  external  equilibrium;  convertibility  is  a  means  to  an  end, 
not  an  end.  The  crucial  problem  of  the  next  ten  years,  in  the  absence  of 
a  major  war,  will  be  to  reconcile  full  employment  and  growth,  accom- 
panied by  the  minimum  amount  of  inflation  in  periods  of  full  employ- 
ment, with  external  stability.  That  does  not,  of  course,  mean  that  a  sub- 
stantial amount  of  inflation  resulting  from  excessive  demand,  given 
available  resources,  should  not  be  registered  in  pressure  on  the  ex- 
changes and  deterioration  of  the  international  position.  This  pressure  is 
a  useful  barometer  for  those  responsible  for  internal  policies. 

The  British  crisis  of  1955-1956  underlines  the  issues  raised.  In  a 
period  of  nine  years  (1946-1955),  the  home  costs  per  unit  of  output 
rose  by  44  per  cent,  of  exports  of  goods  and  services  by  55  per  cent.  It  is 
interesting  that  in  the  years  1953  to  1955,  the  respective  rises  were  only 
4  and  0  per  cent,  and  yet  a  crisis  developed.  What  is  more,  wholesale 
prices  in  this  country  rose  as  much  as  British  prices  in  these  nine  years. 
This  rise  of  British  prices  may  have  been  excessive  in  a  period  during 
which  national  output  rose  by  30  per  cent  and  industrial  output  by  56 
per  cent,  though  the  largest  part  of  the  rise  may  be  associated  with  the 
aftermath  of  war.  In  pointing  to  the  rise  of  prices,  brought  on  only 
to  the  extent  of  20  per  cent  of  the  total  by  the  increases  in  import  prices, 
the  government  stresses  the  increase  of  incomes,  primarily  wages  and 
secondarily  profits,  as  factors  tending  to  increase  costs.  Concerned  over 
the  substantial  loss  of  the  British  share  of  exports  of  manufactured  goods, 
the  government  urges  moderation  in  income  demands,  continued  rise 
of  productivity,  and  increased  savings.  Inflation  of  costs  and  prices 
will  make  it  difficult  to  pay  for  the  necessary  imports.5 

5  See  especially  The  Economic  Implications  of  Full  Employment,  Cmd.  9725,  1956. 
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Here,  indeed,  the  conflict  involved  in  achieving  the  national  objective 
of  high  employment  and  growth  and  international  equilibrium  is  clearly 
revealed.  For  Great  Britain  this  is  a  problem  of  first-rate  importance — 
and  not  yet  solved.  Somehow  exports  must  be  increased  adequately  out 
of  the  rising  output  and  imports  reduced  relatively.  Can  the  free  market 
accomplish  this?  However,  the  major  problem  of  domestic  activity  is 
close  to  a  solution. 
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